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PREFACE 


The  authors  of  this  text  believe  that  a  thorough  grasp  of 
the  principles  of  economics  precedes  an  understanding  of  eco¬ 
nomic  life.  This  holds  both  for  the  student  of  social  problems 
and  for  the  business  man.  The  emphasis  of  this  book  is  there¬ 
fore  on  the  fundamentals  of  production,  price,  and  distribution. 

But  in  presenting  these  principles  to  the  university  or  col¬ 
lege  student  the  instructor  is  confronted  by  a  twofold  diffi¬ 
culty.  A  rigidly  formal  exposition  of  the  theories  and  laws  of 
economics,  though  it  probably  approaches  most  nearly  the 
scientific  ideal,  is  likely  to  leave  the  student  with  the  feeling 
that  the  subject  is  highly  abstract  and  that  it  has  little  relation 
to  concrete  facts  as  he  encounters  them  in  his  limited  contacts 
with  economic  life.  On  the  other  hand,  a  course  that  plunges 
the  student  into  masses  of  statistical  and  descriptive  data 
without  sufficient  explanation  of  the  relations  existing  between 
these  facts,  and  without  providing  him  with  a  method  for 
analyzing  them,  is  equally  unsatisfactory.  The  authors  of  this 
text  have  attempted  to  avoid  these  extremes.  The  principles 
have  been  kept  constantly  in  the  foreground,  but  throughout 
the  book  these  principles  have  been  applied  to  the  interpre¬ 
tation  of  the  problems  of  contemporary  economic  life. 

Because  of  this  method  of  continuous  application  of  prin¬ 
ciples  to  problems,  we  believe  that  instructors  who  use  this 
book  will  find  an  abundance  of  materials  for  classroom  dis¬ 
cussion,  and  will  be  able  to  elicit  the  interest  of  the  student  in 
the  application  of  economic  analysis  to  current  economic  prob¬ 
lems.  Satisfactory  results  have  been  obtained  by  the  method 
here  employed  in  the  "Principles  of  Economics"  course  at 
the  University  of  Minnesota,  where  a  preliminary  edition  of 

this  text  has  been  in  use  for  two  years. 
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PRINCIPLES  OF  ECONOMICS 


The  amount  of  space  allotted  in  this  book  to  the  analysis  of 
cost  and  price  is  somewhat  greater  than  is  ordinarily  assigned 
to  this  subject.  It  is  our  belief  that  this  subject  is  fundamen¬ 
tal  to  a  beginning  course  which  is  intended,  in  part  at  least, 
as  a  foundation  for  more  detailed  studies  in  various  fields  of 
economics  and  business  administration.  But  in  the  chapters 
on  this  subject  the  actualities  of  economic  life  are  constantly 
held  in  mind ;  and  in  turn  the  principles  of  overhead  cost, 
joint  demand,  opportunity  cost,  increasing  and  decreasing  cost 
are  used  as  tools  of  analysis  in  the  more  descriptive  chapters 
of  the  book.  These  doctrines  of  cost  have  not  been  set  up  as 
rules  of  thumb,  which  the  student  is  expected  to  believe  are 
applicable  to  real  life  without  taking  into  account  conditions 
not  provided  for  in  the  theories. 

The  effects  of  institutional  influences  and  of  dynamic  changes 
upon  the  more  rigid  conclusions  of  economic  theory  have  not 
been  minimized.  We  have  endeavored  to  emphasize  the  dy¬ 
namic  phases  of  economic  life  not  merely  in  the  chapters  on 
money  and  prices,  institutional  aspects  of  distribution,  and 
international  economic  relations,  but  throughout  the  book. 

We  have  made  extensive  use  of  illustrative  diagrams  and 
statistical  charts  in  the  belief  that  charts  are  much  more 
significant  to  the  student  than  tables  of  figures  both  in  the 
analysis  of  theoretical  principles  and  in  the  interpretation  of 
historical  data. 

It  is  perhaps  unnecessary  to  say  that  we  make  no  claim  to 
having  made  contributions  to  economic  theory  in  this  book. 

We  wish  to  acknowledge  our  indebtedness  to  the  instructors 
m  the  course  in  "  Principles  of  Economics  ”  at  the  University 
of  Minnesota  for  many  helpful  suggestions.  We  are  also  under 
obligation  to  Professor  John  D.  Black  of  Harvard  University, 
and  to  our  colleagues,  Professors  R.  S.  Vaile  and  B.  D.  Mud- 
gett  and  Dr.  A.  G.  Black,  for  reading  and  criticizing  special 
chapters. 


Minneapolis,  Minnesota 


F.  B.  GARVER 
ALVIN  H.  HANSEN 
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BOOK  I.  PRODUCTION 


CHAPTER  I 

INTRODUCTION 

The  Subject  Matter  of  Economics.  The  study  of  economics 
is  assuming  a  place  of  increasing  importance.  The  disturbed 
conditions  following  the  World  War  have  enormously  enhanced 
the  interest  of  the  general  public  in  economic  problems. 

A  similar  situation  existed  a  hundred  years  ago,  after  the 
Napoleonic  wars ;  and  the  problems  thrown  up  by  that  great 
struggle  were  in  large  part  similar  to  those  we  face  today. 
Sharp  controversies  arose  over  the  causes  of  the  conditions 
that  prevailed  and  the  proper  remedies  to  be  applied.  British 
agriculture  floundered  in  a  tremendous  depression,  much  like 
the  one  through  which  American  agriculture  has  recently  been 
passing.  The  landlord  class  demanded  protection  to  shield 
it  from  the  competition  of  the  fertile  land  in  the  New 
World.  British  industry,  on  the  other  hand,  wanted  free  trade, 
that  it  might  buy  raw  materials  in  the  cheapest  markets.  A 
struggle  arose  between  these  two  contending  groups.  Each 
had  its  advocates ;  each  sought  to  prove  that  Great  Britain 
would  benefit  by  its  own  special  program.  Two  great  econo¬ 
mists  in  particular  stand  out  in  this  controversy :  Thomas 
Robert  Malthus,  who  defended  the  position  of  the  landlord 
class,  and  David  Ricardo,  who  pointedly  set  forth  arguments 
favorable  to  the  position  of  the  industrialists.  The  struggle 
became  a  leading  political  issue  and  finally  ended  in  a  victory 
for  free  trade  and  the  manufacturing  class. 

Another  controversy  that  emerged  in  the  post-Napoleonic 
period  was  the  currency  question.  England  had  temporarily 
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abandoned  the  gold  standard,  and  her  paper  money  had  de¬ 
preciated.  As  a  result  there  had  been  an  enormous  rise  in 
prices.  After  the  war  these  prices  fell  rapidly.  Certain  classes 
benefited  from  this;  others  suffered  severely.  What  was  the 
cause  of  the  fluctuating  value  of  money,  and  what  could  be 
done  to  stabilize  the  currency  ?  What  banking  reforms  were 
needed  in  order  to  prevent  these  violent  fluctuations  in  prices  ? 

During  the  war  England  had  borrowed  huge  sums  of  money, 
and  the  public  debt  had  reached  unheard-of  proportions.  How 
were  the  funds  for  meeting  the  interest  charges  to  be  raised  ? 
How  rapidly  might  the  debt  be  paid  off  ?  Who  ought  to  bear 
the  brunt  of  the  taxes  ?  These  were  typical  economic  questions 
dominant  in  British  politics  of  the  time. 

We  are  today  faced  with  similar  problems  and  many  more 
besides,  some  of  which  are  an  aftermath  of  the  World  War ; 
others  are  not.  What  were  the  causes  of  the  post-war  agricul¬ 
tural  depression  ?  How  is  the  situation  to  be  remedied  ?  How 
can  business  be  stabilized  so  that  we  may  in  the  future  escape 
such  a  train  of  bankruptcies  as  we  suffered  during  the  years 
1921-1922  ?  How  shall  we  prevent  a  recurrence  of  such  a  period 
of  unemployment  as  we  witnessed  in  1921-1922,  when  five 
million  wage-earners  could  not  find  jobs?  Would  it  have  been 
better  if  the  war  had  been  financed  more  largely  from  taxes  and 
less  from  loans  ?  Should  the  excess-profits  taxes  have  been  con¬ 
tinued?  What  are  the  effects  on  business  prosperity  of  the 
high  tax  rates  on  large  incomes  ?  Do  all  forms  of  taxes  tend  to 
raise  prices  ?  Are  freight  rates  too  high  ?  Should  cooperative 
movements  among  the  farmers  be  encouraged?  Are  trade 
associations  good  for  the  country  ?  Are  trusts  and  monopolies 
acquiring  a  strangle  hold  on  business,  or  is  competition  still 
dominant  in  most  fields?  Should  the  United  States  Steel 
Corporation  be  dissolved  ?  What  caused  the  great  increase  in 
strikes  in  1919?  What  is  the  solution  of  the  labor  problem? 
Why  are  wages  so  much  higher  than  before  the  war  ?  Ought 
we  to  pass  the  child-labor  amendment  to  the  Constitution? 
Are  minimum-wage  laws  a  good  thing?  Should  trade  unions 
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be  rooted  out?  Why  are  wages  higher  in  the  United  States 
than  in  England?  Should  we  restrict  immigration  into  the 
United  States?  Should  we  be  better  off  if  we  canceled  the 
war  debts?  Why  did  the  rates  of  foreign  exchange  fluctuate 
so  violently  in  the  post-war  years  ?  Is  it  desirable  for  a  country 
to  export  more  than  it  imports?  Should  people  be  urged  to 
patronize  home  industry?  Are  the  Federal  Reserve  banks  a 
benefit  to  the  country?  Is  our  national  income  rising?  Do 
retailers  receive  excessive  profits?  Should  speculation  in  the 
stock  market  be  prohibited?  What  determines  the  value  of 
stocks  and  bonds?  What  determines  prices,  wage  rates,  in¬ 
terest  rates,  profits,  and  rents  ? 

These  and  other  questions  are  being  discussed  on  all  sides  — 
in  the  newspapers  and  magazines,  in  hundreds  and  thousands 
of  books,  on  the  public  platform,  in  legislative  debates,  and 
in  private  conversation.  Every  person  in  modern  times  is 
perforce  more  or  less  concerned  with  economics. 

It  must  not  be  thought  that  any  careful  student  of  eco¬ 
nomics  can  give  answers  to  all  these  questions.  There  is  a 
consensus  of  opinion  among  economists  on  a  great  many  ques¬ 
tions,  but  many  others  are  unsettled  and  there  is  no  agree¬ 
ment  concerning  them.  But  even  the  unsettled  problems  will 
surely  be  approached  more  intelligently  by  those  who  have  a 
firm  grasp  of  economic  principles.  There  are,  moreover, 
many  popular  economic  fallacies  which  can  readily  be  exposed 
by  any  competent  economist. 

There  are  two  methods  of  finding  solutions  for  practical 
problems.  Those  who  are  impatient  and  "practical”  will 
usually  seek  immediate  results.  They  will  study  the  most 
obvious  phases  of  the  problem  and  propose  measures  that 
may  bring  temporary  relief.  If  their  remedies  do  not  work, 
they  quickly  turn  to  a  different  cure ;  and  not  infrequently 
the  evils  complained  of  are  either  forgotten  or  have  dis¬ 
appeared  before  any  settled  conclusions  emerge  from  such 
superficial  experimentation.  A  scientific  approach  to  eco¬ 
nomic  problems  demands  that  before  any  person  proposes 
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remedies  he  shall  have  made  a  thorough  study  of  the  funda¬ 
mentals  of  economics.  He  must  know  how  prices  are  made 
—  what  forces  control  the  demand  for  and  the  supply  of  goods 
and  services,  and  how  these  forces  act.  He  must  understand 
the  operation  of  the  broad  social  forces  that  control  the  divi¬ 
sion  of  the  nation’s  income  among  landlords,  capitalists,  en¬ 
trepreneurs,  and  wage-earners.  He  must  have  in  mind  a 
general  idea  of  the  way  the  whole  machine  works  before  he 
begins  to  tamper  with  a  particular  part  of  it. 

Economics  deals,  as  may  be  inferred  from  the  enumeration 
of  problems  listed  above,  with  a  certain  set  of  related  phe¬ 
nomena,  a  certain  aspect  of  human  behavior.  It  is  concerned 
with  problems  relating  to  the  value  and  price  of  goods  and 
services;  with  economic  institutions  such  as  property  and 
contract,  trade  unions  and  corporations ;  and  with  the  social 
control  of  economic  behavior.  All  these  matters  are  closely 
interrelated.  They  are  not  separate  divisions  in  economics. 
They  will  not  be  treated  as  such  in  this  book.  Each  is  af¬ 
fected  by  the  others.  Value  and  price  cannot  be  discussed  and 
explained  without  due  weight  being  given  to  economic  institu¬ 
tions.  It  does  not  require  a  technical  study  of  economics  to 
see  that  trusts,  combinations,  trade  associations,  cooperative 
societies,  trade  unions,  the  speculative  exchanges,  and  so  on 
affect  prices,  profits,  interest  rates,  wages,  and  rents.  Simi¬ 
larly  prices  are  affected  by  governmental  policies  —  tariffs, 
"trust-busting,”  taxation,  and  regulation.  Some  economists 
indeed  contend  that  price  is  the  central  problem  of  economics, 
that  all  the  subject  matter  of  economics  is  finally  focused  on 
the  price  problem. 

If,  however,  we  turn  our  attention  to  economic  institutions 
or  social  control,  we  find  a  similar  interrelation.  Economic 
institutions  are,  in  large  part,  the  result  of  the  contest  between 
groups  over  price :  each  group  striving  to  get  a  larger  share 
of  the  national  income,  each  trying  to  get  a  more  favorable 
price  for  its  product.  Moreover,  no  society  can  consciously 
guide  its  economic  processes  in  a  wise  manner  without  a  knowl- 
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edge  of  fundamental  price  and  value  principles.  Finally,  the 
various  existing  institutions  that  we  have  enumerated  above 
affect  directly  or  indirectly  the  problems  of  social  control,  and, 
on  the  other  hand,  social  control  eventually  results  in  a  modi¬ 
fication  of  the  prevailing  economic  institutions. 

It  is  not  necessary  to  trace  these  interrelations  further.  We 
have  in  a  sense  a  price  economics,  an  institutional  economics, 
and  an  economics  of  social  control.  But  there  are  no  water¬ 
tight  compartments,  nor  can  any  one  type  of  economic  analy¬ 
sis  claim  primacy  over  the  rest.  All  are  tools  to  a  common 
end :  an  understanding  of  economic  life,  of  human  behavior 
in  its  economic  relations.  And  certainly  the  primary  purpose 
of  this  knowledge  is  to  point  the  way  to  the  largest  measure 
of  economic  welfare.  All  science  is  ultimately  pragmatic. 
Economics  is  no  exception.  Adam  Smith,  the  founder  of  mod¬ 
ern  political  economy,  whose  great  book  was  written  in  1776, 
contended  that  "the  object  of  the  political  economy  of  every 
nation  is  to  increase  the  riches  and  power  of  that  country.” 
Dr.  Pierson  defines  economics  as  "the  science  which  teaches . 
us  what  rules  mankind  should  observe  in  order  to  advance  in 
material  prosperity.”  But  knowledge  must  come  first.  Adam 
Smith  emphasized  this  fact  by  the  very  title  of  his  book,  An 
Inquiry  into  the  Nature  and  Causes  of  the  Wealth  of  Nations. 
It  is  the  function  of  any  science  to  analyze,  to  find  relation¬ 
ships,  to  explain ;  but  the  explanation  is  generally  sought  as  a 
guide  to  action  and  in  any  event  will  often  prove  of  unfore¬ 
seen  practical  value. 

So  far  as  economic  welfare  is  concerned,  there  are  two  pri¬ 
mary  problems  confronting  any  society.  The  first  has  to  do 
with  the  relative  importance  of  different  human  wants;  the 
second  has  to  do  with  the  most  economical  way  of  satisfying 
those  wants.  The  first  runs  off  into  the  field  of  ethics,  of  hu¬ 
man  values ;  the  second  is  the  primary  concern  of  economics. 

Economics  as  a  Science.  Economics  assumes,  as  does  all 
science,  that  nothing  happens  by  chance,  that  any  observed 
phenomenon  of  human  life  is  contingent  upon  other  phe- 
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nomena,  that  with  sufficient  knowledge  everything  can  be 
traced  back  to  antecedent  conditions.  Science  seeks  to  un¬ 
ravel  the  sequence  of  events.  Of  what  does  an  explanation 
consist?  It  consists  of  pointing  out  what  went  before,  of 
showing  the  sequential  relations  between  phenomena.  Certain 
results  are  observed.  What  causes  brought  them  about?  If 
the  antecedent  events  are  not  fully  known,  a  theory,  or  hy¬ 
pothesis,  may  be  invented  to  explain  the  known  effect.  Such 
a  theory,  or  hypothesis,  consists  of  a  statement  of  an  assumed 
sequence  of  events  which  may  or  may  not  prove  by  later 
observation  to  be  true.  It  is  the  aim  of  science  to  find  out 
how  and  to  what  degree  phenomena  are  related  to  each  other ; 
to  what  extent  they  are  contingent  upon  each  other.  We  may 
put  it  in  a  slightly  different  way  and  say  that  it  is  the  function 
of  a  science  to  ascertain  facts  and  to  correlate  these  facts. 

Now  a  large  part  of  the  phenomena  of  economics  consists 
of  human  behavior  in  economic  matters.  Observation  shows 
that  on  the  average  we  can  expect  a  mass  of  human  beings  in 
the  aggregate  to  act  pretty  generally  in  a  certain  way  under 
certain  conditions.  There  will  be,  of  course,  a  certain  amount 
of  variation  from  the  normal.  But  repeated  observations  will 
show  that  even  this  variation  can  be  predicted  with  fair  ac¬ 
curacy.  In  all  industrial  nations  a  considerable  proportion  of 
the  working  classes  form  trade  unions.  A  considerable  per¬ 
centage  go  on  strike  every  year.  The  number  of  strikes  varies 
with  the  conditions  of  business ;  but  if  we  make  due  allow¬ 
ance  for  this,  we  can  be  fairly  certain  that  approximately  so 
many  strikes  will  occur  in  any  given  country  in  any  given 
year.  On  the  average  about  1  per  cent  of  business  firms  go 
bankrupt  in  the  United  States  every  year,  again  varying  with 
the  fluctuations  of  good  and  bad  times.  Until  immigration 
into  the  United  States  was  restricted  by  law,  the  volume  of 
immigration  rose  and  fell  with  prosperity  and  depression. 
Approximately  70  per  cent  of  the  total  national  income  in  the 
United  States  goes  to  wages  and  salaries,  and  about  30  per 
cent  goes  to  income  from  property.  The  percentage  of  the 
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total  national  production  which  we  export  is  approximately 
the  same  from  year  to  year.  If  the  price  of  cotton  rises  un¬ 
duly  compared  to  other  things,  the  consumption  of  this 
commodity  will  be  reduced.  These  illustrations  could  be  mul¬ 
tiplied  indefinitely.  In  short,  human  beings  in  the  aggregate 
under  given  conditions  can  be  expected  to  act  on  the  average 
in  a  certain  way.  But  there  will  be  considerable  variation. 
The  result  is  only  an  approximation,  a  probability. 

There  is  no  typical  "economic  man”  who  can  with  unvary¬ 
ing  regularity  be  motivated  by  any  cut-and-dried  bundle  of 
economic  stimuli  as  a  puppet  is  manipulated  by  a  few  strings. 
But  we  can  be  certain  that,  in  the  aggregate  and  on  the  average, 
human  beings  will  act  in  a  certain  way  when  subjected  to 
certain  economic  conditions.  But  there  are  other  forces  at 
work  besides  the  economic  ones,  and  the  economic  factors 
themselves  are  so  numerous  (and,  moreover,  frequently  un¬ 
known  and  unmeasurable)  that  any  conclusions  as  to  results 
can  only  be  true  on  the  average  and  with  a  considerable 
though  often  measurable  degree  of  variation.  This  variation 
does  not  indicate  that  things  happen  by  chance,  but  rather 
that  there  is  a  multiplicity  of  causes  at  work. 

Hence  the  conclusions  of  economics  are  often  referred  to  as 
tendencies  rather  than  as  laws.  The  latter  term,  though  used  in 
economics,  is  on  the  whole  more  applicable  to  the  natural 
sciences.  Thus  we  speak  of  Boyle’s  law,  the  law  of  gravitation, 
and  so  on.  These  are  apparently  unvarying  laws;  within 
known  limits  the  results  are  definitely  predictable ;  the  known 
and  measurable  conditions  always  lead  to  certain  definite 
results.  The  term  "tendency,”  on  the  other  hand,  implies 
that  the  resulting  effect  of  certain  known  conditions  is  sub¬ 
ject  to  considerable  variation.  Thus,  with  regard  to  large 
aggregates  or  masses  of  persons  or  events,  certain  results  may 
be  expected  on  the  average  with  a  certain  measure  of  varia¬ 
tion,  but  these  results  cannot  be  predicted  so  far  as  individual 
cases  are  concerned.  The  conclusion  stated  is  true  of  the 
group  but  not  of  the  individual.  In  the  individual  case  the 
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cause  in  question  may  be  totally  inoperative.  A  certain  eco¬ 
nomic  stimulus  may  completely  fail  to  motivate  certain 
individuals,  but  in  the  mass  of  human  beings  it  may  be 
expected  to  produce  a  certain  average  result. 

The  word  "tendency”  implies  that  there  are  so  many  dif¬ 
ferent  forces  at  work,  some  of  which  are  not  known  or 
measurable,  that  the  result  attributable  to  a  certain  cause  is 
obscured ;  the  net  resultant  of  the  multiplicity  of  causes  may 
be  quite  different  from  what  it  would  be  if  the  single  cause  upon 
which  attention  is  centered  were  alone  operative.  The  mul¬ 
tiplicity  of  causes  may  produce  results  quite  at  variance  with 
the  one  expected.  Thus  it  sometimes  appears  that  certain 
economic  laws  stoutly  defended  by  all  competent  economists 
do  not  work  out  in  practice.  Consider,  for  example,  the  law  of 
diminishing  returns.  As  originally  set  forth,  this  law  states 
that  if  certain  natural  resources  and  knowledge  of  the  arts  are 
given,  every  increase  in  population  will  tend  to  result  in  a  larger 
total  product  but  a  constantly  diminishing  per  capita  product. 
The  per  capita  production  enormously  increased,  however, 
in  the  nineteenth  century  in  spite  of  an  unprecedented  in¬ 
crease  in  population.  The  alleged  result  did  not  appear. 
Many  persons  have  therefore  concluded  that  we  may  safely 
discard  the  so-called  law  of  diminishing  returns  and  relegate 
it  to  the  limbo  of  outworn  philosophies.  Closer  examination 
will  disclose,  however,  that  this  is  a  hasty  conclusion.  The 
law  assumes  a  definitely  limited  supply  of  natural  resources 
and  no  change  in  the  arts  of  production.  But  the  supply  of 
available  land  was  rapidly  increasing  in  the  nineteenth  cen¬ 
tury,  and  the  processes  of  production  were  rapidly  being  im¬ 
proved.  The  conditions  being  different  from  those  stated  in 
the  law,  the  results  would  also  obviously  be  different.  Even 
though  we  had  now  reached  the  end  of  free  land  in  the  world, 
it  might  still  prove  true  that  the  per  capita  product  would  con¬ 
tinue  to  increase  with  increasing  population  because  of  in¬ 
ventions  and  improvements.  Shall  we  then  say  that  the  law 
does  not  hold,  or  is  at  all  events  of  no  significance?  Not  at 
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all.  In  physics  we  learn  that  if  a  certain  force  is  applied  to  a 
body  of  a  certain  weight  and  mass  in  a  certain  direction,  the 
body  will  move  in  that  direction  with  a  certain  definite  veloc¬ 
ity.  A  man  is  rowing  a  boat  on  a  river,  yet  with  reference  to 
the  bank  the  boat  is  not  moving  at  all.  We  discover  that  the 
man  is  rowing  against  a  strong  current.  One  force  is  counter¬ 
acted  by  another  force  operating  in  the  opposite  direction. 
Obviously  it  would  be  quite  incorrect  to  say  that  the  law  re¬ 
ferred  to  above  is  not  operating.  Instead  of  a  simple  set  of 
conditions  we  have  a  complex  set  of  forces.  A  definite  result 
must  inevitably  follow,  but  the  result  is  different  from  what  it 
would  be  if  only  one  set  of  conditions  obtained.  Yet  we  can¬ 
not  understand  the  result  without  analyzing  the  effect  of  each 
factor  separately.  Because  of  the  complexity  of  forces  at  work 
it  is  probably  safe  to  say  that  no  law  of  the  physical  universe 
ever  appears  to  work  out  as  stated  in  scientific  laws.  If  the 
result  observed  in  the  actual  world  always  corresponded  with 
exact  precision  to  the  result  predicted  by  science,  it  would 
probably  not  be  necessary  to  engage  in  painstaking  research 
to  discover  scientific  laws.  It  is  because  of  the  complexity  of 
factors  at  work  that  all  scientific  laws  when  first  promulgated 
appear  startling  and  unreal.  Bodies  do  not  actually  fall  ac¬ 
cording  to  the  law  of  gravitation,  for  they  are  retarded  by 
atmospheric  pressure.  The  result  pointed  to  does  not  seem  to 
occur  in  actual  life.  It  is  no  wonder  that  so-called  practical 
men  have  little  faith  in  theory. 

Thus  in  a  sense  it  may  be  said  that  all  scientific  laws  are 
tendencies.  But  there  is  this  difference :  the  conclusions  of 
scientific  study  may  properly  be  called  laws  if  each  set  of  con¬ 
ditions  is  subject  to  control  so  that  each  separate  force  can  be 
measured  and  the  resulting  effect  definitely  predicted.  In  eco¬ 
nomics,  on  the  other  hand,  many  of  the  forces  at  work  are 
often  altogether  unknown,  others  cannot  be  measured,  and 
therefore  the  resulting  effect  of  those  forces  which  can  be 
measured  is  subject  to  considerable  variation,  since  it  is  viti¬ 
ated  by  the  unknown  or  the  unmeasurable  forces.  Thus  exact 
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prediction  becomes  impossible,  though  prediction  within  cer¬ 
tain  limits  of  variation  is  often  possible.  In  such  cases  the 
term  "tendency”  is  to  be  preferred  to  the  term  "law.” 

An  illustration  may  help  to  clarify  this  matter.  The  accom¬ 
panying  chart  (Fig.  1)  shows 
the  relationship  between  the 
yield  of  corn  and  the  price 
per  bushel  (the  trends  hav¬ 
ing  been  eliminated  in  both 
cases).  The  curve  represents 
the  average  relation  between 
these  two  variables.  If  the 
yield  is  low,  the  price  tends 
to  be  high ;  and  if  the  yield 
is  large,  the  price  tends  to 
be  low.  But  the  curve  repre¬ 
sents  only  an  average  con¬ 
dition,  an  approximation,  a 
probability,  or  tendency.  It 
is  impossible  to  say  that  with 
a  certain  yield  the  price  will 
be  exactly  so  much,  because 
there  are  many  other  factors 
besides  yield  which  affect 
price,  and  which  have  not 
been  adequately  taken  ac¬ 
count  of.  The  curve  tells  you 
what  approximately  may  be 
expected  in  the  aggregate, 
but  the  individual  instance 
may  be  quite  different.  More¬ 
over,  the  chart  also  tells  you 
the  degree  of  variation  that  may  be  expected.  Though  the  in¬ 
dividual  price  may  not  conform  to  what  may  on  the  average 
be  expected,  we  can  be  reasonably  certain  at  least  that  it  will 
not  vary  more  than  so  much.  That  is  a  matter  of  no  small 


Fig.  1.  The  relationship  between  the 
yield  of  corn  and  the  price  per  bushel 

The  scattered  points  indicate  the  actual 
relationship  between  yield  and  price.  The 
curve  is  fitted  to  these  points  and  there¬ 
fore  represents  the  average  relationship  be¬ 
tween  these  two  variables.  When  the  yield 
is  low  the  price  is  high,  and  vice  versa.  The 
zero  point,  on  the  yield  scale,  represents 
a  normal  yield,  and,  on  the  price  scale,  a 
normal  price.  The  figures  on  either  side  of 
zero  represent  deviations  above  (+)  or  be¬ 
low  (— )  normal.  From  the  diagram  it  will 
be  noted  that  if  the  yield  is  10  per  cent 
above  normal,  the  price  is  about  20  per 
cent  below  normal ;  if  the  yield  is  10 
per  cent  below  normal,  the  price  is  about 
20  per  cent  above  normal.  (See  Moore’s 
Generating  Economic  Cycles,  p.  36) 
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importance.  In  so  far  as  economics  can  measure  the  probable 
result  of  certain  conditions,  together  with  the  approximate 
variation  from  this  result,  it  may  properly  be  said  to  be  a  true 
science.  In  the  main,  economic  laws  are  of  this  statistical 
type.  They  hold  for  aggregates  but  not  for  individual  in¬ 
stances.  They  set  forth  the  average  relationship  between 
phenomena.  They  are  approximations  or  tendencies. 

We  often  hear  people  talk  about  the  "natural”  laws  of  eco¬ 
nomics,  especially  the  law  of  supply  and  demand.  We  cannot 
alter,  so  we  are  told,  the  law  of  supply  and  demand.  Now  this 
statement  indicates  both  a  great  truth  and  a  great  miscon¬ 
ception.  It  contains  a  truth  because  it  implies  that  a  scientific 
law  or  tendency  cannot  be  counteracted  by  blindly  ignoring  it, 
that  the  results  follow  from  definite  causes.  It  contains  a  great 
misconception,  however,  because  it  gives  one  the  impression 
that  human  beings  are  helpless  in  the  face  of  scientific  laws. 
If  certain  conditions  obtain,  human  beings  are  indeed  helpless 
to  avert  results  that  follow  with  a  certain  measurable  varia¬ 
tion  therefrom.  But  the  conditions  themselves  may  be 
changed ;  and  when  they  are,  other  results  of  a  different  sort 
will  then  inevitably  follow.  In  this  respect  economics  and 
other  social  sciences  do  not  differ  from  the  natural  sciences. 
Because  certain  conditions  inevitably  result  in  certain  diseases, 
we  need  not  submit  to  disease  in  despair.  We  can  alter  the 
conditions  and  thus  change  the  results.  Economic  conditions 
are  especially  subject  to  alteration  because  they  are  in  part 
man-made  institutions.  Our  economic  life  is  therefore  sub¬ 
ject  to  human  control ;  it  is  not  at  all  a  blind  play  of  uncon¬ 
trollable  external  forces. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  "A  scientific  law  states  that  definite  causes  necessarily  lead  to 
definite  results.”  —  Seligman.  Comment. 

2.  "  Everything  that  occurs  in  economic  life  takes  place  in  accord¬ 
ance  with  some  law ;  it  is  the  function  of  the  economist  to  ascertain 
that  law.”  —  Seligman.  Criticize. 
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3.  "An  economic  law  is  a  natural  law  so  far  as  it  states  that  given 
conditions  will  lead  to  given  results.  An  economic  law  is  not  a  natural 
law  so  far  as  it  implies  that  human  effort  is  impotent  to  modify  the 
conditions  which  lead  to  the  results.”  —  Seligman.  Do  you  agree  ? 

4.  (1)  The  purpose  of  economics  is  to  explain  the  phenomena  of 
economic  life.  (2)  The  purpose  of  economics  is  to  discover  ways  of 
attaining  a  larger  measure  of  economic  welfare.  With  which  of  these 
statements  do  you  agree  ? 

5.  "  We  cannot  in  practice  consider  a  fact  without  relating  it  to  other 
facts,  and  the  relation  is  a  theory.”  —  Clay.  Comment. 

6.  "The  man  who  opens  a  discussion  by  saying  that  he  is  going  to 
'deal  with  facts  not  theories’  does  not  mean  that  he  is  going  to  refrain 
from  generalization ;  he  usually  means  that  he  wishes  to  confine  atten¬ 
tion  to  a  few  facts  that  support  his  generalization,  and  to  ignore  all 
facts  that  conflict  with  it.”  —  Clay.  Is  this  true? 

7.  Students  often  remark,  "That  may  be  true  in  theory,  but  not 
in  practice.”  Is  this  possible?  What  is  probably  really  meant  by  the 
statement  ? 

8.  What  do  you  think  of  the  following  remark  by  a  cynical  critic  of 
social  reform.  "Many  people  foolishly  think  they  can  substitute  the 
laws  of  Congress  for  the  laws  of  economics.” 

9.  "He  [Herbert  Spencer]  taught  me  to  look  on  all  social  institu¬ 
tions  exactly  as  if  they  were  plants  or  animals  —  things  that  could  be 
observed,  classified  and  explained,  and  the  action  of  which  could  to 
some  extent  be  foretold  if  one  knew  enough  about  them.”  —  Beatrice 
Potter  Webb.  Is  this  view  sound? 


CHAPTER  II 


PRODUCTION 

Wants  and  Production.  Human  beings  have  wants.  Both  as 
individuals  and  as  members  of  social  groups  they  are  con¬ 
stantly  striving  to  satisfy  these  wants.  Wants  are  satisfied 
in  part  by  the  manipulation  and  utilization  of  the  forces  and 
properties  of  nature,  in  part  by  the  direct  rendering  of  per¬ 
sonal  services.  "Production,”  as  the  word  is  used  in  econom¬ 
ics,  means  any  human  activity  that  results  in  the  satisfaction 
of  human  wants.  In  the  modern  exchange  economy  people 
are  willing,  either  individually  or  collectively,  to  pay  a  price 
for  such  acts,  but  of  course  no  one  would  be  willing  to  pay 
a  price  for  them  did  he  not  anticipate  that  they  would  result 
in  the  satisfaction  of  human  wants.  Such  activities  are  pro¬ 
ductive,  and  persons  engaged  in  them  are  said  to  be  producers. 

These  activities  may  give  rise  either  to  concrete  tangible 
goods,  such  as  the  merchandise  displayed  in  shops,  or  in 
direct  personal  benefits,  such  as  the  transportation  of  people 
by  railroads,  the  work  of  physicians,  entertainers,  and  gov¬ 
ernment  officials.  The  producers  of  these  goods  and  services 
are  primarily  concerned  with  getting  a  price  for  their  activities, 
but  the  result  of  their  efforts  is  nevertheless,  in  the  usual  and 
normal  case,  the  satisfaction  of  human  wants. 

Some  productive  activities  may  not  be  desirable  from  the 
social  point  of  view  and  in  the  opinion  of  moralists;  but 
so  long  as  someone  is  willing  and  able  to  pay  for  them,  they 
are  economically  productive.  Instances  in  which  the  moral 
and  the  economic  criteria  come  into  conflict  are  numerous. 
The  manufacturer  and  the  seller  of  adulterated  goods  or  of 
patent-medicine  nostrums  are,  in  an  economic  sense,  produc¬ 
ts 
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tive  so  long  as  they  can  find  buyers.  That  their  activities 
are  in  an  overwhelming  majority  of  cases  socially  pernicious 
most  persons  would  at  once  concede.  Hence  laws  are  enacted 
to  restrain  these  types  of  production.  But  since  a  price  can 
be  obtained  for  such  wares,  the  makers  and  venders  of  them 
are  engaged  in  production.  The  economist’s  position  in  this 
matter  is  not  based  upon  a  belief  that  economics  has  nothing 
to  do  with  ethics.  The  effect  of  ethical  standards  upon  all 
the  affairs  of  life  is  too  great  to  permit  the  consistent  main¬ 
tenance  of  such  a  belief.  But  if  once  one  concedes  that  unethi¬ 
cal  acts  are  not  productive,  he  has  entered  upon  a  course  of 
reasoning  which  will  lead  to  the  conclusion  that  a  very  large 
part  of  human  endeavor  is  unproductive  from  the  point  of 
view  of  different  groups  of  people.  The  illustrations  that  we 
have  given  are  cases  in  which  a  majority  would  probably 
agree  that  production  and  sale  were  socially  harmful.  But 
what  about  the  writing  and  sale  of  cheap,  salacious  fiction? 
or  the  production  and  exhibition  of  motion  pictures  that 
depict  acts  of  violence  or  crimes?  or  the  sale  of  whisky  in 
countries  where  no  legal  prohibition  exists?  Certain  groups 
of  people  in  India  have  religious  scruples  against  the  use  of 
beef  for  human  food,  but  most  of  the  world  has  not.  Now 
economics  strives  to  set  up  principles  that  shall  be,  as  nearly 
as  possible,  generally  applicable  to  all  economic  relations. 
The  scope  of  its  investigations  cannot,  therefore,  be  limited 
to  occupations  and  acts  that  receive  unanimous  ethical  ap¬ 
proval.  Moreover,  since  it  deals  primarily  with  the  valuation 
of  goods,  it  cannot  refuse  to  consider  valuations  which  concern 
commodities  that  harm  rather  than  benefit  men. 

Economics  is  not,  however,  estopped  from  considering  the 
effects  of  certain  types  of  production  or  of  consumption  upon 
social  welfare.  If  the  consumption  of  alcoholic  beverages 
affects  the  production  of  wealth  adversely,  that  is  an  eco¬ 
nomic  fact  and  cannot  be  ignored.  Or  if  industrial  education 
in  the  public  schools  leads  to  greater  efficiency  in  production, 
that  fact  must  be  given  its  proper  weight  in  considering  the 
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reasons  why  a  nation  that  provides  such  education  can  under¬ 
sell  another  nation  that  does  not.  But  economics  must  con¬ 
sider  these  conditions  only  in  so  far  as  they  affect  production, 
valuation,  and  distribution,  and  not  as  moral  or  educational 
problems. 

Not  all  wants  are  satisfied  through  the  activity  of  human 
beings;  many  are  satisfied  without  any  effort  at  all.  The  air 
we  breathe  satisfies  an  absolutely  essential  need,  without  a 
thought  on  our  part.  But  a  large  range  of  human  wants  can¬ 
not  be  satisfied  without  effort.  Even  when  we  depend  upon 
the  forces  and  properties  of  nature,  in  large  part  these  forces 
and  properties  must  be  adapted  to  our  needs  before  our  wants 
can  be  satisfied.  Because  most  of  our  wants  would  otherwise 
go  unsatisfied,  we  are  willing  to  engage  in  productive  effort. 

Classification  of  Productive  Activities.  Productive  activities 
may  be  classified  under  the  following  heads : 


1.  Agriculture 

2.  Lumbering 

3.  Mining 

4.  Manufacturing 

5.  Transportation 


6.  Exchange 

a.  Merchandising 

b.  Banking 

7.  Personal  and  professional  services. 


The  term  "production”  was  formerly  not  used  to  include 
all  the  activities  listed  above.  Even  today  the  term  is  used 
popularly  in  a  much  narrower  sense.  Persons  engaged  in 
agriculture,  lumbering,  mining,  and  manufacturing  are  often 
spoken  of  as  if  they  were  the  only  "producers.”  When  men 
produced  exclusively  for  their  family  wants,  or  even  later 
when  they  produced  for  a  purely  local  market,  there  were 
indeed  few  other  forms  of  productive  activity.  But  with  the 
widening  of  the  market  and  with  the  coming  of  territorial 
specialization,  when  the  people  of  one  region  devoted  them¬ 
selves  to  the  production  of  one  commodity  and  those  of  other 
regions  to  other  commodities,  a  considerable  amount  of  labor 
was  of  necessity  employed  in  transportation  and  exchange. 
As  the  market  became  wider  and  the  geographical  specializa¬ 
tion  of  labor  increased,  the  producers  of  raw  materials  and 
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manufactured  products  became  increasingly  separated  from 
the  consumers.  This  separation  had  somehow  to  be  bridged 
by  transportation,  merchandising,  and  banking  activities. 
Without  these  activities  we  should  be  forced  back  into  the 
primitive  economy  of  small  local  markets.  Such  an  economy 
would  mean  that  we  should  lose  all  the  gains  of  territorial 
specialization,  since  every  region  would  be  compelled  to 
produce  for  itself  all  it  needed.  It  would  also  mean  that  we 
should  have  to  forgo  all  the  advantages  of  large-scale  produc¬ 
tion,  since  a  small  local  market  could  not  possibly  absorb 
all  the  output  of  a  large-scale  plant.  In  place  of  the  modern 
machine  method  of  production  we  should  have  hand  tools, 
small  shops,  and  small-scale  production.  All  this  would  entail 
an  enormous  loss  of  want-satisfying  goods.  And  yet  this  is 
exactly  where  we  should  be  were  it  not  for  the  functions 
carried  on  by  transportation  and  exchange.  It  must  there¬ 
fore  be  evident  that  labor  engaged  in  transportation  and 
exchange  is  a  necessary  part  of  a  whole  group  of  activities 
which  results  in  yielding  satisfactions  and  utilities.  Such 
labor  is  therefore  just  as  truly  productive  as  labor  involved 
in  agriculture,  mining,  lumbering,  or  manufacturing.  Any 
activity,  other  than  play,  which  in  any  way  contributes  to  the 
satisfaction  of  human  wants  is  productive. 

It  is  certainly  true  that  satisfaction-rendering  objects 
(goods)  may  be  produced  without  the  aid  of  middlemen,  mer¬ 
chants,  bankers,  or  even  transportation  workers.  They  were 
so  produced  in  large  part  during  the  handicraft  age.  But  they 
could  not  be  produced  in  the  manner  in  which  they  are  pro¬ 
duced  in  modern  times  without  the  aid  of  these  groups,  and 
therefore  not  so  cheaply.  Transportation  and  exchange  are 
vital  and  necessary  parts  of  the  modern  method  of  produc¬ 
tion.  The  modern  method  of  production  is  a  complex  chain 
of  activities  in  which  there  are  many  links.  Goods  are  no 
longer  produced  by  one  person  or  even  by  a  special  group  of 
producers.  Goods  are  produced  by  a  society  practicing  ex¬ 
treme  geographical  specialization  and  division  of  labor.  Any 
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firm  or  persons  constituting  a  link  in  that  complex  and  special¬ 
ized  process  are  certainly  engaged  in  the  production  of  goods. 

In  the  handicraft  period  the  market  was,  as  we  have  already 
noted,  largely  local.  The  exchange  of  products  between  crafts 
in  the  local  market  was  a  simple  matter.  The  master  crafts¬ 
man  was  therefore  worker  and  merchant,  all  in  one.  In  the 
present  economic  order,  with  national  and  world-wide  mar¬ 
kets,  the  exchange  of  products  between  different  regions, 
different  industries,  and  different  stages  in  the  process  of 
manufacture  becomes  an  exceedingly  complex  matter.  Each 
stage  in  the  process  is  dependent  on  the  firms  in  the  preceding 
stage  for  the  supply  of  raw  material,  and  on  the  nex;t  stage 
for  the  market  for  its  finished  product.  Each  group  of  pro¬ 
ducers  is  dependent  upon  some  other  group  of  producers  for 
a  market  for  its  products,  and  each  group  of  producers  in 
turn  constitutes  the  consumers  of  products  manufactured  by 
other  groups  of  producers.  These  various  groups  of  producers 
and  consumers  must  be  brought  in  contact  with  one  another 
through  the  processes  of  transportation,  exchange,  wholesaling, 
and  retailing.1 

It  thus  becomes  evident  that  the  country  elevator  man,  the 
warehouseman,  the  wholesaler,  the  retailer,  and  the  banker 
are  just  as  truly  engaged  in  production  as  are  the  farmer,  the 
miller,  and  the  baker.  Some  economists  contend  that  the 
baker  who  transforms  flour  and  other  raw  materials  into  bread 
creates  form  utility ;  the  teamster  who  hauls  the  bread  to  the 
retailer  creates  place  utility ;  the  elevator  man  who  stores  the 
wheat  creates  time  utility ;  and  the  retailer  who  sells  the  bread 
creates  possession  utility,  since  he  transfers  it  to  persons  to 
whom  the  possession  of  bread  is  of  greater  utility  than  to  those 
from  whom  he  purchased  it.  But  this  is  merely  a  way  of  stat¬ 
ing  that  each  specialized  worker  plays  a  part  in  the  elaborate 
process  by  which  our  modern  urban  populations  are  furnished 
with  bread.  It  is  very  artificial  to  say  that  one  produces  form 

1  For  a  fuller  discussion  of  the  marketing  function  in  production  see  Chapter  VI 
of  this  book. 
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utility,  another  time  utility,  and  so  on.  Each  cooperates  in  a 
complicated  process  which  finally  results  in  placing  bread  in  the 
hands  of  consumers,  and  that  is  all  there  is  to  it.  Thus  in 
the  production  of  bread  we  have  the  following  cooperating 
specialists:  farmer,  elevator  man,  railroad  crews,  manufac¬ 
turer  of  railroad  cars,  coal  and  iron  miners,  iron  and  steel 
workers,  lumbermen,  wholesale  merchant,  miller,  banker, 
truckman,  baker,  retailer,  and  many  others.1 

Early  writers  on  economics  also  thought  of  persons  render¬ 
ing  personal  and  professional  services  as  unproductive  labor¬ 
ers.  A  little  reflection  will,  however,  soon  convince  one  that 
it  is  very  illogical  to  call  the  maker  of  a  surgical  instrument 
a  producer  and  refuse  to  admit  that  the  surgeon  who  uses  the 
instrument  is  a  producer.  A  violin  in  the  hands  of  a  great 
artist  renders  satisfaction  to  wants.  The  flow  of  utilities  thus 

1  The  following  tables  give  some  illustrations  of  the  relative  importance  of  these 
various  functions  in  the  modern  economic  order.  (See  Report  of  the  Joint  Com¬ 
mission  of  Agricultural  Inquiry,  Part  IV,  1922.) 


1.  Distribution  of  the  Dollar  paid  by  Consumers  for  Bread 


1913 

1921 

Farmer . 

. 28.0 

28.1 

Transportation  . 

.  2.8 

2.6 

Elevator . 

.  1.1 

2.8 

Flour  manufacturer  . 

.  0.6 

0.6 

Transportation  . 

.  2.4 

4.4 

Bread  manufacturer . 

. 43.6 

42.9* 

Retailer . 

. 21.5 

18.6 

*  Includes  selling  cost. 


2.  Distribution  of  the  Dollar  paid  by  Consumers  for  Men’s  Shoes 


1913 

1921 

Raw  materials . 

38.5 

Manufacturer . 

33.2 

Retailer . 

28.3 

100.0 

100.0 

3.  Growers’  and  Distributors’ 

Returns  on  California  Oranges  per  Box 

Five-year  average 

December  1,  1920,  to 

1913-1918 

November  15,  1921 

Growers  received  for  fruit  on  tree 

. $2.27 

$2.30 

Harvesting,  packing,  and  selling 

.  0.51 

0.88 

Transportation  . 

1.62 

Wholesalers . 

0.61 

Retailer . 

2.06 

Consumer  paid . 

$7.47 
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rendered  is  produced  both  by  the  maker  of  the  violin  and 
by  the  artist  who  plays  it.  Both  are  producers,  for  their 
activities  directly  or  indirectly  render  satisfactions,  utilities, 
services.  All  activity  that  results  in  the  satisfaction  of  wants, 
and  for  which  someone  will  pay  a  price,  is  productive. 

The  Source  of  Utilities.  The  satisfactions,  utilities,  or  serv¬ 
ices  that  come  to  us  have  various  sources.  Many  of  our 
wants  are  satisfied  by  nature  directly,  without  any  activity  of 
man  at  all.  Illustrations  at  once  suggest  themselves :  the  air 
we  breathe,  the  heat  and  light  from  the  sun,  the  running  brook, 
the  fruit  on  the  trees,  the  beauties  of  rocks  and  mountains,  of 
valleys  and  the  setting  sun.  Other  wants  are  satisfied  by 
the  action  of  man  engaged  in  fashioning,  shaping,  or  trans¬ 
forming  the  objects  of  nature  in  such  a  way  that  they  will  be 
capable  of  yielding  satisfactions.  Thus  materials  are  taken 
from  mine  and  forest  and  fashioned  into  houses,  furniture, 
and  musical  instruments.  In  his  labor  man  is  constantly 
utilizing  forces  of  nature  which  assist  him  in  his  work.  The 
forces  of  waterfall  and  wind,  heat  and  electricity,  are  har¬ 
nessed  to  assist  him  in  his  work.  Other  wants  are  satisfied 
directly  by  the  activity  of  human  beings.  As  examples  we 
may  cite  the  utilities  rendered  by  servants,  barbers,  preachers, 
teachers,  singers,  and  actors. 

Economic  Utilities.  Some  of  the  utilities  referred  to  above 
are  rendered  by  nature  in  such  abundance  that  the  wants  to 
which  they  minister  are  fully  satisfied.  For  example,  air  exists 
in  such  quantity  that  all  want  for  it  is  completely  satisfied. 
But  most  of  the  want-satisfying  services  rendered  by  nature 
and  man  are  scarce.  They  are  not  offered  in  sufficient  abun¬ 
dance  to  satisfy  all  want.  If  one  unit  of  these  services  were 
lost,  a  certain  amount  of  human  satisfaction  would  be  lost. 
Each  unit  matters;  it  has  significance,  importance,  worth. 
Because  of  this  we  act  economically  toward  those  services 
which  are  scarce.  We  act  on  the  assumption  that  there  is  not 
enough  of  them  to  go  around.  We  economize.  We  therefore 
call  them  economic  utilities,  services,  or  satisfactions. 
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But  we  would  not  act  economically  toward  them  if  we  were 
able  in  no  way  to  control  the  utilities,  services,  and  satisfac¬ 
tions  rendered.  In  the  northern  climate  the  heat  from  the 
rays  of  the  sun  is  not  sufficient  to  satisfy  human  wants,  but 
the  utilities  derived  from  them  are  nevertheless  not  economic 
utilities  because  nobody  has  so  far  been  able  to  control  in  any 
way  the  rendering  of  these  utilities.  Since  we  cannot  control 
the  rendering  of  these  utilities,  it  is  impossible  for  us  to  act 
economically  toward  them ;  and  they  are  therefore  not  eco¬ 
nomic  utilities.  We  are  concerned  in  our  study  particularly 
with  those  utilities,  satisfactions,  and  services  which  are  scarce, 
which  we  therefore  wish  to  act  economically  toward,  and  which 
we  can  act  economically  toward  because  we  are  able  to  control 
them.  The  importance  of  this  question  of  control  will  become 
apparent  later  when  we  consider  the  subject  of  property  and 
income. 

It  has  sometimes  been  asserted  that  the  test  as  to  whether 
utilities,  satisfactions,  or  services  are  economic  or  not  depends 
upon  whether  or  not  human  labor  has  been  applied  to  them. 
It  must  be  obvious  from  the  foregoing  discussion  that  this  is 
not  the  case.  Many  utilities  derived  directly  from  nature 
without  any  assistance  on  the  part  of  man  are  economic.  The 
utility  afforded  by  the  surface  of  the  earth  as  a  place  to  stand 
upon  and  to  build  upon  is  an  example ;  likewise  the  utilities 
rendered  by  lakes  and  rivers,  shade  trees  (in  some  parts),  wild 
fruit  trees,  and  wild  animals.  Economic  utilities  are  not  neces¬ 
sarily  created  either  in  whole  or  in  part  by  labor.  They  are 
derived  in  part  from  nature,  in  part  from  natural  objects  fash¬ 
ioned  and  transformed  by  man,  and  in  part  from  man  directly. 

Production  in  the  Modern  Economic  Order.  It  is  now  clear 
that  the  flow  of  utilities,  services,  and  satisfactions  which  con¬ 
stitutes  our  real  national  income  comes  in  part  from  nature 
and  in  part  from  the  productive  services  of  man.  We  shall 
now  attempt  to  analyze  the  way  in  which  productive  services 
are  rendered  in  the  modern  economic  order.  To  make  this 
analysis  clear  let  us  briefly  contrast  the  modern  method 
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of  pioduction  with  the  method  of  the  handicraft  period.  In 
the  handicraft  period  there  was  little  specialization  or  division 
of  labor  within  the  industry.  The  master  craftsman  or  the 
journeyman  performed  all  the  various  processes  involved. 
There  were  no  complex  and  highly  specialized  agents  to  be 
coordinated,  as  is  true  under  the  present  system.  Contrast 
this  method  of  production  with  the  modern  process  of  making 
shoes,  for  example.  Here  we  have  a  great  variety  of  highly 
specialized  machines,  and  every  step  in  the  process  requires  a 
different  kind  of  labor.  These  minutely  specialized  processes 
must  be  properly  coordinated.  Foremen,  managers,  and  super¬ 
intendents  are  needed.  But  this  is  not  sufficient.  Not  only 
must  we  have  many  types  of  manual  laborers,  clerks,  technical 
experts,  accountants,  managers,  and  superintendents,  but  also 
some  person  or  group  of  persons  must  promote  the  business  in 
the  first  place  and  later  assume  the  ultimate  control  and  re¬ 
sponsibility  for  the  successful  carrying-on  of  the  venture. 
There  must  be  "captains  of  industry,”  or  entrepreneurs P 

In  the  modern  economy  it  is  not  always  easy  to  locate  the 
persons  who  perform  the  function  of  entrepreneurship.  In 
small-scale  businesses  the  individual  proprietors  are  of  course 
the  entrepreneurs ;  but  in  large-scale  businesses  the  function 
is  performed  by  a  business  organization,  such  as  a  corpora¬ 
tion,  or,  rather,  it  is  performed  by  persons  functioning  through 
such  an  organization. 

It  must  not  be  assumed,  however,  from  what  is  said  above 
that  in  the  primitive  local  economy  the  entrepreneurship  func¬ 
tion  was  lacking.  But  it  is  certainly  true  that  in  the  modern 
economy,  with  its  complex  system  of  large-scale  production, 
the  function  of  entrepreneurship  is  far  more  important  than 
was  the  case  in  the  days  of  local  self-sufficiency.  The  modern 
entrepreneur  stands  at  the  center  of  the  economic  organiza¬ 
tion.  All  the  specialized  agents  of  production  are  under  his 
control.  It  is  he  who  sets  the  productive  resources  in  motion. 

1  For  a  fuller  discussion  of  the  function  of  entrepreneurship  see  Chapter  IV  of 
this  book. 
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In  the  next  place  it  may  be  observed  that  in  the  handicraft 
period  production  was  carried  on  by  a  short-time  direct  proc¬ 
ess.  The  tools  used  were  suitable  devices  to  assist  the  work 
of  the  hands.  Little  work  was  involved  in  making  these  tools 
compared  with  the  work  employed  in  making  the  finished 
product.  In  the  modern  system  production  is  carried  on  by 
a  roundabout,  time-consuming  process.  Much  more  labor  is 
involved  in  the  production  of  machines,  factories,  railroads, 
and  so  on  than  is  involved  in  the  direct  production  of  the 
consumption  goods  that  at  last  satisfy  human  wants.  When 
machinery  has  been  built,  it  is  offered  for  sale  by  the  manu¬ 
facturing  company.  From  the  standpoint  of  economic  theory 
we  may  conceive  of  this  machinery  as  a  bundle  of  uses  which 
may  be  obtained  from  it  through  a  succession  of  years.  These 
uses  will  assist  in  the  production  of  consumption  goods  which 
will  finally  satisfy  human  wants.  It  is  because  the  machinery 
will  indirectly  but  ultimately  aid  in  satisfying  human  wants 
that  it  has  value.  It  may  therefore  be  thought  of  as  a  bundle 
of  future  utilities.  But  no  one  prizes  future  utilities  as  highly 
as  he  does  present  utilities.  Therefore  the  present  value  of 
the  machinery  must  be  considerably  less  than  the  sum  of  the 
values  of  the  utilities  it  will  ultimately  render.  Now  if  the 
manufacturing  company  is  to  be  able  to  sell  this  machinery, 
someone  must  be  willing  to  give  up  present  purchasing  power 
in  exchange  for  this  machinery,  which  is  in  reality  a  bundle  of 
future  utilities.  Indeed  the  machinery  would  never  have  been 
built,  had  not  the  manufacturing  company  been  fairly  certain 
that  someone  would  be  willing  to  give  up  present  purchasing 
power  for  this  bundle  of  future  utilities.  But  no  one  would  do 
so  were  it  not  that  the  sum  of  the  bundle  of  future  utilities 
which  will  finally  be  received  will  probably  be  more  than  the 
utilities  represented  by  the  purchasing  power  given  up.  The 
person  who  gives  up  present  purchasing  power  in  exchange  for 
the  machinery  is  to  that  extent  forgoing  immediate  satisfac¬ 
tion  of  wants.  Since  capital  equipment  would  never  be  pro¬ 
duced  unless  someone  was  willing  and  able  to  buy  it  and  hold 
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it  until  its  future  utilities  were  forthcoming,  and  since  no  one 
can  buy  it  without  giving  up  present  satisfactions,  it  is  obvious 
that  under  the  modern  system  of  production,  carried  on  as  it 
is  by  means  of  elaborate  capital  equipment,  this  service  of 
waiting  or  forgoing  present  goods,  which  takes  the  form  of 
saving  and  investing,  is  an  absolute  necessity. 

The  services  rendered  under  the  modern  system  of  produc¬ 
tion  may  then  be  summarized  as  follows : 

1.  The  services  of  labor 

a.  Manual  labor 

b.  Mental  and  technical  labor 

2.  The  services  of  entrepreneurship 

3.  The  services  of  waiting,  saving,  investing 

4.  The  services  of  nature  (natural  resources) 

Control  over  Utilities.  We  have  so  far  considered  the  source 
of  the  continuous  flow  of  utilities,  satisfactions,  or  services. 
We  shall  now  consider  the  means  whereby  in  modern  society 
control  is  exercised  over  this  flow  of  utilities  and  services.  In 
so  far  as  the  utilities  are  subject  to  that  sort  of  control  which 
can  be  bought  and  sold,  which  can  be  exchanged  in  the  market, 
we  have  the  emergence  of  property.  Property,  the  court  says, 
is  anything  which  has  exchange  value,  and  it  would  not  have 
value  if  it  did  not  give  control  over  utilities.  Property  is  there¬ 
fore  the  legal  claim  which  gives  transferable  control  over 
utilities  and  services.  In  so  far  as  utilities  are  not  subject  to 
that  sort  of  control  which  is  transferable,  the  control  is  exer¬ 
cised  through  the  institution  of  personal  freedom.  Since 
slavery  was  abolished,  the  law  has  not  permitted  one  person 
to  transfer  to  another  permanent  control  over  the  utilities  his 
person  is  capable  of  rendering. 

A  portion  of  personal  and  professional  services  is  controlled 
directly  by  the  persons  rendering  them.  The  services  rendered 
by  the  servant  form  the  clearest  illustration.  But  the  proportion 
of  utilities  thus  received  by  consumers  is  very  small.  Take  the 
case,  for  example,  of  the  motion-picture  theater.  The  utilities 
rendered  in  this  instance  are  a  product  of  a  whole  network  of 
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contributing  factors.  There  is  the  theater  building  with  all  its 
furnishings,  and  the  motion-picture  machine  with  all  the  labor, 
saving,  entrepreneurship,  and  natural  factors  employed  in  its 
production.  There  is  the  film  with  all  the  actors  and  other 
persons  who  helped  to  produce  it.  Whole  industries  assist  in 
the  process  of  furnishing  motion  pictures  to  the  public.  The 
"movie”  actors  do  not  sell  motion-picture  utilities  to  the  pub¬ 
lic.  The  utilities  rendered  are  under  the  control  of  the  entre¬ 
preneur,  or  rather  a  group  of  entrepreneurs. 

Control  implies  the  power  of  withholding  these  utilities,  serv¬ 
ices,  and  satisfactions.  The  power  to  withhold  gives  the  bar¬ 
gaining  power  to  demand  services  in  return  for  services 
rendered.  The  flow  of  utilities,  satisfactions,  and  services 
derived  from  this  control  constitutes  one’s  income.  This  ex¬ 
change  of  services  against  services  takes  place  on  the  basis  of 
the  importance  of  each.  The  significance  of  each  service, 
utility,  or  satisfaction  is  measured  in  terms  of  other  utilities, 
services,  or  satisfactions.  This  is  the  process  of  valuation. 
Thus  the  value  of  property  arises  from  the  flow  of  utilities 
and  services  which  may  be  obtained  in  exchange  for  the  serv¬ 
ices  over  which  it  gives  control. 

Now  our  motion-picture  entrepreneurs  have  the  power  to 
yield  or  withhold  the  utilities  of  motion  pictures.  They  are 
therefore  able  to  command  a  flow  of  utilities  in  exchange  for 
them  or,  what  amounts  to  the  same  thing,  to  command  a 
claim  (in  the  form  of  money  income)  upon  a  flow  of  utilities. 
True,  they  are  compelled  to  share  this  claim  upon  a  flow  of 
utilities  with  all  the  contributing  factors  employed  by  them : 
the  laborers,  the  savers,  the  owners  of  natural  resources.  If 
competition  has  been  at  work  long  enough  to  have  attained 
its  full  influence,  the  entrepreneurs  will  be  compelled  to  share 
all  the  money  income  with  the  contributing  factors,  reserving 
only  enough  for  themselves  to  compensate  for  their  own  con¬ 
tribution.  But  competition  may  not  be  at  all  effective.  The 
motion-picture  entrepreneurs  may  be  sheltered  from  competi¬ 
tion  by  patents,  secret  processes,  or  combination,  or  goodwill, 
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so  that  they  will  not  be  compelled  to  hand  over  all  the  money 
income  to  the  contributing  factors.  Such  control  gives  rise  to 
a  kind  of  property  which  we  designate  "intangible  property.” 

The  foregoing  discussion  may  be  summarized  as  follows : 

1.  Property  is  the  institution  which  gives  transferable  control  over 
utilities  and  services. 

2.  Personal  freedom  is  the  institution  which  gives  nontransferable 
control  over  the  utilities  and  services  which  may  be  rendered  by  one’s 
own  person. 

3.  Income  is  the  flow  of  utilities  or  services  which  one  can  com¬ 
mand  because  of  control  over  the  rendering  of  other  utilities  and 
services. 

4.  Money  income  represents  a  claim  upon  the  flow  of  utilities  or 
services  which  one  can  command  because  of  control  over  other  utilities 
and  services. 

5.  Intangible  property  represents  transferable  control  over  utilities 
or  services  rendered  under  conditions  which  permit  of  unusual  with¬ 
holding  power,  such  as  may  be  derived  from  patents,  secret  processes, 
goodwill,  or  combinations.  The  excessive  power  thus  derived  to  with¬ 
hold  the  utilities  or  services  means  excessive  power  to  demand  services 
in  exchange  for  services  rendered.  This  excessive  power  is  represented 
by  "intangible  assets.” 

6.  This  outline  indicates  the  interrelations  mentioned  above : 

Exchangeable  control  (property) 

Tangible  property 
Capital  goods 
Natural  resources 
Intangible  property 
Non-exchangeable  control  (per¬ 
sonal  freedom) 

Private  Income  versus  Social  Income.  Patents,  secret  proc¬ 
esses,  and  monopoly  control  are  illustrations  of  intangible- 
property  rights.  They  give  the  owner  the  power  to  limit 
output  and  thus  secure  a  larger  price  for  a  product  made  scarcer 
by  these  restrictive  devices.  It  may  even  be  that  by  the  use 
of  these  methods  he  is  able  to  get  a  larger  income  from  a 
smaller  output  of  goods.  Is  he  then  more  or  less  productive  ? 
From  his  own  individual  point  of  view  the  smaller  production 


Flow  of  utilities 
and  services 


Money  income 
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yields  the  larger  income,  but  from  the  standpoint  of  society 
as  a  whole  he  is  less  productive  because  he  produces  a  smaller 
quantity  of  want-satisfying  goods.  It  is  true  that  in  the 
modern  exchange  economy  no  act  is  productive,  from  an 
economic  standpoint,  which  does  not  command  a  price ;  but 
we  cannot  measure  the  extent  to  which  an  act  is  productive, 
from  the  social  point  of  view,  by  the  price  that  its  products  are 
able  to  fetch  in  the  market.  And  why?  Because  while  the 
product  in  question  is  enhanced  in  value  by  restriction  of 
output,  the  value  of  other  things  is  thereby  lowered,  the  total 
volume  of  production  is  lessened,  and  the  total  real  income  of 
society  is  reduced.  The  final  test  of  the  degree  to  which  an  act 
is  productive  is  the  volume  of  economic  goods  and  utilities 
resulting  therefrom. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Material  goods  and  personal  services  which  render  utilities  that 
are  scarce  are  referred  to  in  economic  literature  as  economic  goods. 
How  do  you  distinguish  between  economic  goods  and  free  goods  ? 

2.  Economic  goods  may  be  defined  as  goods  which  (1)  yield  utility, 
(2)  are  scarce,  (3)  are  subject  to  human  control.  Defend  this 
statement. 

3.  The  term  "property”  is  sometimes  said  to  be  synonymous  with 
the  term  "economic  goods.”  Criticize. 

4.  "Property”  is  sometimes  defined  as  "material  economic  goods.” 
Criticize. 

5.  The  early  writers  on  economics  held  the  view  that  only  such 
laborers  as  turned  out  material  goods  were  productive.  Adam  Smith 
placed  in  the  class  of  "unproductive”  laborers  "some  both  of  the 
gravest  and  most  important  and  some  of  the  most  frivolous  profes¬ 
sions  ;  churchmen,  lawyers,  physicians,  men  of  letters  of  all  kinds ; 
players,  buffoons,  musicians,  opera  singers,  opera  dancers.”  Is  this  a 
useful  distinction? 

6.  In  the  terminology  of  the  business  world  economic  activities  are 
divided  into  production,  marketing,  transportation,  finance,  and  so  on. 
In  economic  terminology  the  word  "production”  includes  all  these 
activities.  There  is  something  to  be  said  in  favor  of  both  uses.  Discuss. 
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7'.  "The  view.that  Production  means  the  creation  of  satisfactions 
or  utilities  is  naive  and  old-fashioned ;  production  in  point  of  fact 
means  doing  anything  for  which  people  are  willing  to  pay  a  price.” 
Criticize. 

8.  "  The  real  test  as  to  whether  labor  is  productive  is  this :  Does  it 
earn  an  income?  If  so,  it  is  productive.”  Do  you  agree?  Is  the  pur¬ 
veyor  of  quack  medicines  productive  ?  the  professional  gambler  ?  the 
seller  of  worthless  mining  stock  ? 

9.  Is  there  a  sound  distinction  between  the  terms  "criminal  labor,” 
"predatory  labor,”  "acquisitive  labor,”  and  "productive  labor”? 

10.  Productive  labor,  in  the  business  sense,  means  labor  which 
yields  a  money  income;  productive  labor  from  the  standpoint  of 
human  welfare  means  labor  which  has  social  utility.  Which  position 
should  the  economist  take  ?  Why  ? 

11.  A  monopolistic  combination  restricts  production  and  so  raises 
the  price.  As  a  result  it  increases  the  total  value  of  its  products,  but 
decreases  the  physical  quantity  of  its  products.  Is  it  more  or  less 
productive?  Explain. 

12.  "As  has  been  intimated  more  than  once  in  the  course  of  this 
discussion,  the  limitation  of  supply  to  enhance  the  price  is  a  normal 
and  legitimate  business  practice  by  business  men.  .  . .  But  modern 
trade-unionism  partakes  of  the  nature  of  business  enterprise  which 
implies  that  its  members  are  more  interested  in  wages  —  price  per 
hour,  per  day,  per  week  —  than  in  output  of  goods  —  tons  and  yards 
per  day,  per  week,  per  month.”  —  Ardzooni.  If  this  is  so,  are  trade 
unions  productive  ? 
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THE  REGULATION  OF  PRODUCTION 

The  Individualistic  Order.  Adam  Smith,  who  wrote  in  1776, 
just  at  the  beginning  of  the  Industrial  Revolution,  was  an 
ardent  advocate  of  laissez-faire.  By  that  he  meant  an  eco¬ 
nomic  order  in  which  there  is  a  minimum  of  governmental 
regulation  of  industry  and  in  which  each  individual  is  left  free 
to  engage  in  such  business  or  calling  as  he  may  wish,  to  ac¬ 
cumulate  and  use  private  property  without  undue  restrictions 
by  government,  to  enter  freely  into  such  contracts  as  he  may 
desire  without  restrictions  by  law,  to  exchange  products  on 
the  market  at  such  prices  as  he  can  get.  There  are  therefore 
four  fundamental  institutions  which  form  the  basis  of  a 
laissez-faire  or  individualistic  economic  order  :  (1)  freedom  of 
enterprise,  (2)  private  property,  (3)  freedom  of  contract,  and 
(4)  freedom  of  exchange. 

Such  an  economic  order  is  sometimes  spoken  of  as  an  un¬ 
regulated  society,  but  in  fact  this  is  not  the  case.  The  social 
control  of  economic  life  consists  not  only  of  deliberate  govern¬ 
mental  regulation,  such  as  the  regulation  of  railroad  rates  by 
the  Interstate  Commerce  Commission,  but  also  of  such  insti¬ 
tutions  as  private  property,  freedom  of  enterprise,  freedom  of 
contract,  and  freedom  of  exchange.  None  of  these  institutions 
can  exist  without  some  form  of  social  organization  to  give  them 
effect,  and  all  are  products  of  the  stage  of  social  evolution  in 
which  we  now  live.  All  have  important  regulative  effects 
upon  our  economic  activity.  A  society,  however,  which  is 
subject  to  no  sort  of  regulation,  if  indeed  such  a  society  could 
exist,  is  completely  anarchistic.  The  institutions  of  private 
property,  free  contract,  freedom  of  exchange,  and  freedom  of 
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enterprise  are  maintained  and  enforced  by  the  sovereign 
power  of  the  state  and  are  themselves  great  regulative  forces 
in  the  economic  world. 

The  Law  of  Supply  and  Demand.  An  individualistic  order 
based  on  the  four  institutions  named  is  often  said  to  be  regu¬ 
lated  by  "natural”  or  "automatic”  forces,  in  contradistinc¬ 
tion  to  the  regulation  imposed  by  conscious  and  deliberate 
social  control.  Thus  in  a  society  with  private  property,  free 
contract,  freedom  of  enterprise,  and  complete  freedom  of  ex¬ 
change  there  is  no  governmental  body  deliberately  determin¬ 
ing  how  many  bushels  of  wheat  or  how  many  pairs  of  shoes 
shall  be  produced  or  the  price  at  which  these  goods  shall  be 
sold.  These  matters  are  settled,  it  is  said,  by  the  natural  and 
automatic  working  of  the  law  of  supply  and  demand.  If  there 
is  a  shortage  in  the  production  of  wheat,  the  price  will  be  ex¬ 
ceptionally  high  and  farmers  will  thereby  be  encouraged  to  pro¬ 
duce  more  wheat.  If  plumbers  are  scarce,  the  wages  of  this 
class  of  workmen  will  be  higher  than  for  others  of  similar 
skill  and  consequently  workmen  will  be  attracted  to  this  field. 
Under  the  automatic  operation  of  the  law  of  supply  and  de¬ 
mand  market  price  becomes  the  guide,  indicating  how  much 
of  each  thing  ought  to  be  produced  and  how  the  working 
population  should  be  distributed  over  the  field  of  industry. 

This  regulative  principle  is,  however,  only  a  long-run  tend¬ 
ency.  It  assumes  the  swift  mobility  of  labor  and  capital. 
But  capital  invested  in  a  certain  plant  cannot  readily  flow 
into  other  more  remunerative  fields.  Farmers  cannot  instantly 
change  from  one  crop  to  another,  nor  can  they  easily  transfer 
their  capital  from  farming  to  manufacturing  when  they  find 
that  the  prices  of  farm  products  are  unduly  low  compared 
with  the  prices  of  manufactured  goods,  as  has  been  true  during 
the  recent  agricultural  depression.  Nor  can  wage-earners  in 
other  fields  readily  turn  plasterers  when  plasterers’  wages  are 
phenomenally  high,  as  was  true  in  some  cities  a  few  years  ago. 

Assumptions  of  the  Individualistic  Philosophy.  It  is  assumed 
by  those  who  have  complete  faith  in  the  automatic  working 
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of  the  law  of  supply  and  demand  that  market  price  can  al¬ 
ways  be  relied  upon  to  indicate  what  ought  to  be  produced. 
But  as  the  French  economist  Gide  has  well  said,  the  law  of 
supply  and  demand  distributes  production  not  according  to 
man’s  true  needs  but  according  to  his  desire  and  the  price  he 
is  willing  and  able  to  pay.  Now  there  are  many  moralists 
who  are  ready  to  assert  that  people  buy  ugly  things  when  they 
ought  to  buy  things  which  are  artistic  and  beautiful ;  that  they 
spend  too  much  money  on  automobiles,  motion  pictures,  con¬ 
fectionery,  and  cosmetics  and  not  enough  on  education ;  that 
the  rich  through  their  purchases  direct  production  to  luxuries 
which  have  very  little  social  utility,  whereas  the  productive 
power  of  the  nation  might  much  more  wisely  be  spent  in  sup¬ 
plying  things  that  would  raise  the  standard  of  living  and  the 
material  well-being  of  the  masses.  It  is  thus  claimed  that  the 
law  of  supply  and  demand  is  a  very  imperfect  guide  to  pro¬ 
duction  for  two  reasons :  first,  because  income  is  unequally 
distributed  and  so  luxuries  are  produced  for  the  few  even 
though  the  necessities  and  comforts  of  life  are  sadly  lacking 
for  the  many ;  second,  because  all  buyers,  both  rich  and  poor, 
have  wants  and  desires  that  do  not  conform  to  the  canons 
of  the  moralists.  Thus  it  is  asserted  that  a  more  equitable 
distribution  of  wealth  and  income  would  result  in  a  more 
rational  demand  for  goods  and,  furthermore,  that  education, 
culture,  and  morality  would  raise  the  standard  of  consumption. 

The  individualistic  philosophy  assumes,  moreover,  that 
everyone  will  follow  his  own  self-interest  in  a  rational  way  and 
that  if  everyone  does  follow  his  own  self-interest,  the  greatest 
social  good  will  result.  But  neither  assumption  is  wholly 
tenable.  People  are  too  ignorant  and  easy-going  to  follow 
their  true  self-interest.  Unless  restrained  by  law  they  buy 
adulterated  foods,  worthless  mining  stock,  etc.  Workmen  do 
not  refuse  to  work  in  plants  where  the  machinery  is  improperly 
safeguarded.  People  are  induced  by  expensive  advertising 
and  high-pressure  salesmen  to  buy  things  they  do  not  really 
want.  Nor  does  the  self-interest  of  each  lead  to  the  good  of 
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all,  particularly  in  a  society  of  unequals.  The  strong  and 
clever  are  all  too  likely  to  exploit  the  weak  and  ignorant. 

The  so-called  natural  or  automatic  working  of  the  law  of 
supply  and  demand  implies,  moreover,  perfectly  free  compe¬ 
tition.  It  assumes  that  there  will  be  no  artificial  restriction 
of  supply  by  means  of  monopolistic  combinations.  It  assumes 
that  if  prices  are  unusually  high  in  a  certain  field  of  industry, 
the  large  profits  resulting  therefrom  will  attract  more  capital 
and  labor,  production  will  increase,  and  the  price  will  come 
down  to  a  fair  level  in  line  with  the  prices  of  other  commodities. 
Thus  it  is  expected  that  competition  and  not  governmental 
regulation  will  operate  to  insure  a  fair  price.  But  in  point  of 
fact  it  is  as  natural  to  combine  as  it  is  to  compete.  And  so 
we  have  our  trade  associations,  monopolistic  combinations, 
trade  unions,  farmers’  organizations,  professional  associations, 
and  the  like.  Self-interest  impels  competitors  to  combine. 

Public  Regulation.  Modern  societies  have  all  reached  the 
point  where  automatic  regulation  of  the  economic  order  breaks 
down.  If  the  stage  of  combination  is  reached,  the  public  in 
self-defense  can  no  longer  allow  economic  affairs  to  run  their 
own  course.  Laissez-faire  no  longer  gives  adequate  protection 
to  the  public  interest.  The  public,  through  the  state,  must 
take  hold  and  apply  conscious  and  deliberate  regulative  meas¬ 
ures.  This  may  be  done  in  one  of  two  ways :  first,  measures 
may  be  adopted  which  aim  to  maintain  competition  and 
prevent  combination ;  second,  the  combination  may  be  ac¬ 
cepted  as  inevitable,  and  measures  may  be  adopted  which  seek 
to  control  the  combination  in  the  interest  of  the  public  wel¬ 
fare.  One  such  measure  is  the  regulation  of  prices.  Such  a 
measure  aims  to  secure  a  "fair”  price  and  adequate  produc¬ 
tion.  Prices  may  be  regulated  directly,  as  is  done,  for  example, 
in  the  case  of  railroad  rates ;  or  they  may  be  regulated  indi¬ 
rectly  by  watchful  oversight,  as  is  done  in  the  case  of  the  pack¬ 
ing  and  steel  industries.  Another  measure  by  which  regulation 
could  be  applied  would  be  by  taxation  of  the  surplus  incomes 
accruing  from  combination.  While  this  method  might  insure 
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a  fair  profit,  it  would  not  insure  a  fair  price  or  a  proper  amount 
of  production,  because  monopoly  prices  necessarily  involve 
restriction  of  output. 

Unregulated  Private  Capitalism  versus  Regulated  Capitalism. 
Adam  Smith  and  the  early  classical  economists  believed  that 
the  automatic  regulative  factors  of  private  property,  free  con¬ 
tract,  freedom  of  enterprise,  and  free  exchange  were  suffi¬ 
cient  to  insure  economic  welfare.  Such  has  not  proved  to 
be  the  case.  No  doubt  these  regulative  principles  would  work 
out  satisfactorily  if  human  beings  had  reasonable  equality  of 
bargaining  power  and  if  they  had  the  knowledge  and  intelli¬ 
gence  to  see  the  various  alternative  opportunities,  and  the 
economic  independence  to  withhold  their  services  and  goods 
with  a  view  to  making  use  of  the  best  available  opportunity. 
But  human  beings  are  grossly  unequal  in  knowledge  and 
power,  and  the  inevitable  result  was  the  oppression  of  the 
weak  by  the  strong.  Thus  England  found  it  necessary  early  in 
the  nineteenth  century  to  abandon  the  policy  of  relying  exclu¬ 
sively  on  the  automatic  principles  enumerated  above,  the  policy 
of  laissez-faire,  the  policy  of  a  minimum  of  governmental  inter¬ 
ference  in  industrial  affairs.  Individual  freedom  of  contract 
was  restricted  by  governmental  interference  in  the  interest  of 
the  public  welfare.  In  1802  a  law  was  passed  prohibiting  the 
employment  of  apprenticed  children  under  nine  years  of  age 
in  factories  and  limiting  the  hours  of  labor  to  twelve  for  ap¬ 
prentices  under  sixteen  years  of  age.  This  act  applied  chiefly 
to  pauper  children  who  had  been  apprenticed  to  mill  owners 
by  the  parishes  whose  charges  they  were.  With  the  coming 
of  steam  power  the  mills  could  be  located  in  populous  districts 
and  it  was  no  longer  necessary  to  transport  children  (chiefly 
apprentices)  to  the  remote  places  where  water  power  was 
available.  Hence  apprenticed  children  were  decreasing  in 
importance  and  children  living  at  home'  became  of  greater 
importance  as  factory  labor.  Accordingly,  in  1819  the  provi¬ 
sions  of  the  earlier  act  were  extended  to  all  children  working 
in  the  cotton  mills,  including  those  who  lived  at  home  and 


THE  REGULATION  OF  PRODUCTION  35 

who  were  not  apprenticed.  Both  these  acts  were  left  to  local 
enforcement  and  were  therefore  largely  ineffective.  In  1833 
an  act  was  passed  applying  to  all  textile  establishments  except 
silk  mills.  This  act  completely  forbade  the  employment  of 
children  under  nine  and  limited  the  hours  of  labor  for  children 
under  thirteen  to  nine  a  day  and  forty-eight  a  week.  The  act 
prescribed  two  hours  of  schooling  per  day  for  child  laborers. 
For  the  first  time  reasonably  effective  enforcement  was  made 
possible  by  the  appointment  of  factory  inspectors.  In  1842, 
following  a  Parliamentary  investigation  revealing  shocking 
conditions  in  the  employment  of  women  and  children  in  the 
coal  mines,  an  act  was  passed  which  prohibited  the  employ¬ 
ment  of  women  and  children  underground.  In  1847  the  Ten 
Hours  Law  was  passed,  which  restricted  the  hours  of  labor 
for  women  and  children  in  textile  mills  to  fifty-eight  a  week. 
These  early  acts  themselves  bear  witness  that  the  laissez-faire 
policy  resulted  in  the  exploitation  of  the  weak  by  the  strong 
and  failed  to  secure  the  nation’s  health,  morals,  and  general 
welfare. 

The  policy  of  social  control  has  been  carried  much  farther 
during  the  last  seventy-five  years.  The  act  of  1864  contained 
provisions  for  sanitation.  The  act  of  1867  extended  the  exist¬ 
ing  laws  to  include  practically  all  kinds  of  factories  and  work¬ 
shops.  In  1901  the  minimum  age  for  child  workers  was 
raised  to  twelve  years.  In  1909  a  minimum- wage  law  was 
passed  by  which  wages  in  a  few  low-paid  industries  were  fixed 
by  Trade  Boards.  The  scope  of  this  act  has  been  greatly 
extended,  being  made  to  apply  to  coal  mines  in  1912,  and  in 
1918  extended  to  any  industry  where  labor  is  not  well  organ¬ 
ized  and  wages  are  relatively  low.  This  act  now  covers  about 
three  million  workers,  largely  women.  Legislation  was  passed 
in  1897  by  which  employers  are  compelled  to  compensate 
workmen  for  industrial  accidents.  In  1911  compulsory  insur¬ 
ance  against  sickness  and  unemployment  was  introduced  and 
the  employer  was  compelled  to  carry  part  of  the  expense  bur¬ 
den.  In  1909  the  Housing  and  Town  Planning  Act  was 
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passed,  which  enabled  local  public  authorities  to  tear  down 
unsanitary  tenements  and  to  purchase  land  and  erect  clean 
and  wholesome  dwellings.  Following  the  World  War  an  ex¬ 
tensive  housing  program  was  undertaken  and  unemployment 
insurance  was  extended  to  include  practically  all  industries. 
This  review  of  British  social  legislation  is  by  no  means  com¬ 
plete,  but  is  sufficient  to  illustrate  the  general  tendency. 

Similarly  in  the  United  States  the  automatic  regulative 
forces  operating  by  themselves  alone  have  been  found  want¬ 
ing.  From  the  very  beginning  it  was  found  necessary  to 
regulate  the  banking  business.  In  this  matter  free  competi¬ 
tion,  freedom  of  enterprise,  and  self-interest  were  not  suf¬ 
ficient.  We  have  found  it  necessary  to  adopt  a  national 
program  for  the  conservation  of  our  natural  resources.  Free¬ 
dom  of  enterprise  and  competition  proved  wasteful.  We  no 
longer  permit  immigration  to  be  controlled  by  automatic 
forces,  but  definitely  restrict  the  numbers  that  may  come  in 
from  Europe,  Australia,  Africa,  and  Asiatic  Russia,  and 
exclude  immigrants  from  the  rest  of  Asia.  We  have  found  it 
necessary  to  prevent  unfair  competition  and  trade  practices, 
to  dissolve  trusts,  and  to  regulate  the  railroads.  Market  price 
as  a  guide  to  the  production  of  educational  services  was  found 
wanting,  and  so  we  have  made  education  free  to  all,  including 
in  many  places  books  and  sometimes  meals  for  school  children. 
We  have  concluded  as  a  nation  that  it  is  desirable  to  suppress 
the  liquor  traffic  completely.  City  zoning  laws  substitute 
conscious  city  planning  for  the  blind  play  of  automatic  forces. 
Employers  are  compelled  to  compensate  workmen  for  indus¬ 
trial  accidents,  and  some  of  our  states  have  minimum-wage 
laws  for  minors. 

But  while  we  have  departed  widely  from  the  principles  of 
laissez-faire  and  are  moving  steadily  in  the  direction  of  more 
and  more  social  control  of  industry,  it  is  nevertheless  true 
that  the  automatic  forces  are  still  the  dominant  ones.  They 
are  the  all-pervasive  factors  that  regulate  the  billions  of  con¬ 
tractual  relations  of  purchases  and  sales  in  our  economic  order. 
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Governmental  control  is  important,  but  it  does  not  enter 
every  nook  and  crevice  of  our  industrial  life,  as  do  the  auto¬ 
matic  regulative  forces.  Suppose  we  should  attempt  to 
abolish  freedom  of  trade,  private  enterprise  and  competition, 
and  substitute  state  control  over  each  one  of  the  billions  of 
transactions  that  take  place  year  in  and  year  out  in  our  com¬ 
plex  industrial  society.  The  task  would  be  impossible.  One 
has  only  to  contemplate  the  magnitude  of  such  an  under¬ 
taking  to  realize  the  extent  to  which  the  automatic  regulative 
principles  control  our  modern  economic  life. 

These  principles  may  themselves  be  utilized  in  a  scheme  of 
social  control.  Consider  the  matter  of  accident  prevention. 
We  may  seek  to  eliminate  industrial  accidents  by  a  program 
of  government  regulation  and  inspection.  Or  we  may  make  it 
financially  worth  while  for  employers  following  their  own  self- 
interest  to  eliminate  accidents  as  far  as  possible.  This  the 
Workmen’s  Compensation  Law  does.  The  lower  the  accident 
rate  the  lower  the  premiums  that  have  to  be  paid.  This  sort 
of  social  control  which  motivates  the  employer  by  appealing 
to  his  self-interest  is  far  more  effective  than  coercion,  inspec¬ 
tion,  and  the  ordinary  methods  of  law  enforcement.  We 
cannot  expect  that  employers  following  their  own  self-interest 
in  a  regime  of  laissez-faire  will  conduct  industry  in  such  a  way 
that  desirable  social  conditions  will  ensue.  But  society  can 
set  up  social  arrangements  which  will  induce  private  enter¬ 
prise  following  its  own  self-interest  to  direct  industry  toward 
the  ends  conceived  by  society  to  be  desirable.  Thus,  if  society 
places  the  financial  responsibility  for  industrial  accidents  and 
unemployment  upon  business  men  by  compelling  them  to 
pay  the  costs  of  accidents  and  unemployment  insurance,  they 
will  find  it  to  their  self-interest  to  buckle  down  to  the  task  of 
eliminating  these  evils.  Thus  the  principle  of  social  control 
may  itself  utilize  the  automatic  regulative  forces.  And  even 
though  nonpecuniary  motives  should  sometime,  in  a  less 
materialistic  age  than  the  present,  become  dominant,  self- 
interest  might  still  be  the  dominant  motivating  factor. 
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STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  "Regulation  implies  system  and  order.  A  systematic  or  orderly 
world  is  one  which  is  subject  to  the  regulation  of  definite  conditions 
and  forces.”  Defend  or  oppose  this  statement. 

2.  "That  economic  activities  are  regulated  is  shown  by  the  fact 
that  a  fairly  definite  proportion  of  our  productive  power  is  devoted 
each  year  to  the  production  of  wheat,  shoes,  cloth ;  that  the  balance 
of  trade  between  the  United  States  and  England  remains  fairly  con¬ 
stant  from  year  to  year ;  that  the  per  cent  of  the  value  of  manufac¬ 
tured  goods  paid  out  in  wages  is  substantially  the  same  year  after 
year.”  Defend  this  statement. 

The  following  table  gives  the  percentage  ratio  of  wages  to  value 
added  by  manufacture,  in  the  United  States : 


Year  Per  Cent 

1899  .  41.5 

1904  .  41.5 

1909  .  40.2 

1914 . 41.3 

1919 . 42.1 

1925  .  40.1 


3.  "A  rate  of  wages  determined  by  unrestricted  individual  competi¬ 
tion  is  a  'natural’  rate  of  wages ;  a  rate  of  wages  determined  by  com¬ 
bination  or  by  legal  enactment  is  an  'artificial’  wage.”  Do  you  agree? 
Defend  your  position. 

4.  "Thus,  strictly  speaking,  every  development  of  social  structure 
and  function  from  the  family  to  a  police  force,  from  the  institution 
of  personal  property  to  the  provision  of  public  parks  and  libraries, 
from  the  primitive  taboo  to  the  most  complicated  act  of  Parliament, 
is  alike  'artificial,’  that  is  to  say,  the  product  of  human  intervention, 
the  outcome  of  human  activities.  The  plain  truth  is  that  to  apply 
the  antithesis  of  'natural’  and  'artificial’  to  social  action  is  sheer 
nonsense.”  —  Beatrice  Potter  Webb.  Do  you  agree?  Why,  or 
why  not? 

5.  "We  must  remember,  again,  that  if  this  system  [the  present 
economic  order]  really  possesses  the  vaunted  superiority  of  'going  by 
itself,’  it  is  certainly  not  true  that  it  made  itself.  If  it  goes  by  itself  it 
is  because  the  machinery  is  by  this  time  well  established.  But  when  it 
had  to  be  started  —  when  individual  ownership  had  to  be  created, 
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with  all  its  attributes  of  rent  and  interest  and  so  forth  —  it  required 
centuries  of  conquests,  a  hundred  revolutions,  a  thousand  laws,  and 
all  the  might  of  kings,  nobles,  or  parliaments.  And,  to  tell  the  truth, 
this  transformation  still  goes  on  without  ceasing,  so  that  it  would  be 
very  hard  to  discover  how  much  of  the  so-called  natural  order  remains 
underneath  the  existing  economic  order.”  —  Gide.  Argue  for  or  against 
this  proposition. 

6.  "Only  free  competition  is  right;  co-operation  [that  is,  co-opera¬ 
tion  between  competitors]  is,  prima  facie,  wicked.  Co-operation,  in 
the  sense  indicated,  is  only  a  pleasant  name  for  combining  to  take 
advantage  of  your  customers.” —  Taylor.  Argue  for  or  against  this 
proposition. 


CHAPTER  IV 

THE  ORGANIZATION  OF  PRODUCTION 

The  Function  of  the  Entrepreneur.  In  this  chapter  we  shall 
consider  the  function  of  the  entrepreneur  and  the  structural 
forms  of  organization  through  which  entrepreneurship  is  car¬ 
ried  on.  By  entrepreneur  we  mean  the  person  or  group  of 
persons  who  control  the  business  unit.  If  the  business  is  a 
large  one,  several  persons  may  jointly  share  in  the  function 
of  entrepreneurship.  At  the  outset  it  should  be  made  clear 
that  by  control  we  do  not  mean  management  in  the  narrower 
sense  of  that  term.  Very  likely  the  entrepreneurs  employ  a 
salaried  manager  to  run  the  business.  Such  a  manager  is 
simply  a  paid  employee  and  is  in  no  sense  an  entrepreneur. 
He  is  working  under  authority  and  may  be  dismissed  at  any 
time  or  at  least  at  such  time  as  his  contract  terminates.  The 
fact  that  many  entrepreneurs  manage  their  own  business  in 
no  way  implies  that  the  details  of  the  management  are  a  part 
of  the  entrepreneurial  function  proper.  In  many  small  busi¬ 
nesses  the  entrepreneur  not  only  manages  the  business  him¬ 
self  but  also  does  a  great  deal  of  manual  labor.  Yet  no  one 
has  ever  contended  that  manual  labor  is  a  function  of  en¬ 
trepreneurship.  A  hundred  years  ago,  when  all  business  was 
small-scale  and  almost  all  individual  proprietors  managed 
their  own  business,  it  was  natural  that  management  should 
be  thought  of  as  the  essential  part  of  the  function  of  an  en¬ 
trepreneur.  In  modern  society,  with  our  large-scale  produc¬ 
tion,  division  of  labor,  and  high  degree  of  specialization,  the 
management  function  has  split  off  in  large  part  from  the  func¬ 
tion  of  entrepreneurship.  In  many  large-scale  firms  the  entre¬ 
preneurs  frequently  do  not  manage  the  business  at  all ;  that 
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function  is  delegated  to  a  group  of  salaried  officials  selected 
and  appointed  by  the  entrepreneurs.  Business  managers  fre¬ 
quently  originate  policies,  but  the  entrepreneurs  retain  final 
control  by  their  power  to  step  in  and  alter  the  policy  or  oust 
the  managers  if  necessary. 

Tet  in  spite  of  the  fact  that  it  is  necessary  to  distinguish 
between  salaried  managers  and  entrepreneurs,  the  point  must 
not  be  overlooked  that  control  implies  management,  in  the 
broader  sense  of  that  term.  The  entrepreneur  is  the  final 
coordinator  of  the  factors  employed,  including  even  the  sal¬ 
aried  managers  themselves.  The  going  concern  is  under  the 
final  control  of  the  entrepreneur,  or  group  of  entrepreneurs, 
and  the  ultimate  aspects  of  management  are  therefore  in 
their  hands.  In  this  sense  it  is  quite  correct  to  speak  of 
management  as  being  a  function  of  entrepreneurship. 

It  is  often  said  that  the  essential  function  of  entrepreneur- 
ship  is  the  assumption  of  risk.  If  this  statement  is  intended 
to  mean  that  entrepreneurs  are  the  only  persons  who  assume 
the  risks  of  a  business,  we  cannot  agree.  If  the  statement  is 
merely  intended  to  mean  that  the  assumption  of  risk  is  insep¬ 
arable  from  entrepreneurship,  we  must  of  course  agree.  But 
any  human  activity  entails  risks.  A  wage-earner  assumes 
risks.  He  assumes  the  risk  of  accident  and  industrial  disease. 
His  employer  may  go  into  bankruptcy  and  may  fail  to  pay 
any  wages  whatever.  The  hired  manager  assumes  risks.  He 
runs  the  risk  of  failure  and  loss  of  reputation,  in  which  case 
he  will  not  only  lose  his  present  position  but  will  find  it  diffi¬ 
cult  to  obtain  another  one.  Those  who  lend  money  to  the 
concern  run  the  risk  of  possible  loss  of  all  or  part  of  the  funds 
advanced.  Any  person  who  does  anything  assumes  risks.  It  is 
clear,  therefore,  that  risk-taking  is  not  a  special  characteristic 
of  the  function  of  the  entrepreneur. 

But  does  not  the  entrepreneur  at  any  rate  assume  a  certain 
special  risk?  His  capital,  it  is  said,  is  placed  in  the  front-line 
trench.  It  withstands  the  first  shock  of  loss ;  it  serves  as  a 
buffer  between  possible  losses  and  the  claims  of  wage-earners, 
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salaried  workers,  and  bondholders.  While  this  statement  is, 
generally  speaking,  true,  nevertheless  our  view  is  that  it  con¬ 
fuses  the  function  of  the  stockholders  with  the  function  of 
the  entrepreneur.  To  be  sure,  in  corporate  enterprises  the 
entrepreneurs  are  generally  stockholders,  but  not  all  stock¬ 
holders  are  entrepreneurs.  Nor  is  it  necessarily  true  that 
entrepreneurs  are  stockholders  even  in  corporate  enterprises, 
though  ordinarily  they  would  be. 

The  entrepreneurs  are  the  persons  who  are  in  control  —  who 
dictate  the  business  policies  of  an  enterprise.  In  theory  this 
would  include,  in  the  case  of  a  corporation,  the  entire  body  of 
stockholders,  or  at  least  all  the  holders  of  common  stock,  since 
all  holders  of  common  stock  generally  have  voting  power 
according  to  the  number  of  shares  held.  But  in  actual  prac¬ 
tice  the  great  body  of  stockholders  in  large  corporations  do 
not  look  upon  their  shares  of  stock  as  instruments  of  control 
at  all.  They  seldom  bother  to  vote  their  stock,  they  know 
nothing  about  the  affairs  of  the  company,  and  they  exercise 
no  voice  whatever  in  determining  its  general  policies.  In  short, 
they  exercise  no  control  whatever  over  the  enterprise.  They 
are  in  no  sense  entrepreneurs.  The  small  group  of  stockholders 
who  dominate  the  company,  elect  the  directors  and  officers, 
and  dictate  the  policies  of  the  enterprise  —  these  persons  are 
the  entrepreneurs. 

Occasionally  even  this  inner  circle  of  stockholders  loses  its 
control.  It  may  be  that  they  have  placed  themselves  in  such  a 
position  financially  that  a  banking  house,  to  whom  the  com¬ 
pany  is  under  financial  obligation,  is  able  to  step  in  and  dictate 
the  company’s  policies.  It  may  be  that  the  banking  house  can 
force  the  establishment  of  a  voting  trust  which  will  insure  a 
continuity  of  such  business  policies  as  will  serve  the  interests 
of  the  bank  until  the  obligations  are  met.  In  this  case  the  bank 
would  be  the  real  entrepreneur. 

We  have  used  the  phrase  "dictate  business  policy.”  This 
of  course  does  not  mean  that  any  group  of  entrepreneurs  have 
unlimited  arbitrary  power  over  any  business.  The  business 
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policies  in  question  are  under  their  control  within  certain  limi¬ 
tations.  There  are,  first  of  all,  the  obvious  limitations  of  the 
laws  of  the  land.  Then  there  are  also  such  forces  as  custom,  the 
demands  of  the  public,  the  opposing  wills  of  the  organizations, 
groups,  and  individuals  with  whom  they  deal.  Who,  indeed, 
controls  American  industrial  life,  for  example  ?  It  is  altogether 
too  simple  an  answer  to  say  that  it  is  controlled  by  some  ten  . 
million  entrepreneurs.  Millions  of  these  entrepreneurs  —  the 
farmers  and  small  storekeepers,  for  example  —  have  indeed  no 
control  over  the  broad  currents  of  economic  activity.  In  a 
sense  they  are  inconsequential  cogs  in  a  great  "commercial 
feudalism”  controlled  by  powerful  financial  groups  who  are 
the  real  barons  and  kings  in  the  modern  world.  And  yet  it  is 
certainly  naive  to  think  of  modern  industry  being  completely 
dominated  by  a  few  absolute  and  all-powerful  financial  mon- 
archs.  Shall  we  say  that  the  wage-earning  class,  for  example, 
have  no  control  over  industry  in  modern  countries  ?  Certainly 
they  are  a  power  to  be  reckoned  with,  and  so  are  the  farmers. 
Control  is,  in  fact,  in  modern  times  a  diffused  thing.  It  shows 
itself  in  the  control  of  property,  in  the  ballot  box,  in  trade 
unions,  in  trade  associations,  in  farmers’  organizations,  in 
women’s  clubs,  in  public  opinion.  Control  is  much  broader 
than  entrepreneurship.  Entrepreneurship  refers  to  a  special 
kind  of  control.  It  operates  within  a  certain  range,  subject  to 
the  broad  influence  of  social  control. 

Forms  of  Entrepreneurial  Organization.  We  must  now  indi¬ 
cate  in  greater  detail  the  various  forms  of  business  organiza¬ 
tion  through  which  entrepreneurs  function.  We  shall  briefly 
describe  five :  (1)  individual  proprietorship,  (2)  partnerships, 
(3)  corporations,  (4)  cooperative  associations,  and  (5)  political 
units,  such  as  a  municipality,  state,  or  nation. 

Individual  proprietorship  was  the  dominant  form  in  the 
period  of  small-scale  industry,  and  it  is  still  of  great  impor¬ 
tance  wherever  the  small  business  unit  survives.  Agriculture 
is  still  nearly  as  important  as  manufacturing  in  America,  and 
it  is  controlled  almost  exclusively  by  entrepreneurs  who  are 
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individual  proprietors.  There  are,  all  told,  approximately  six 
million  of  them.  Retail  stores  are  still  operated  to  a  consider¬ 
able  extent  by  individual  entrepreneurs.  This  is  especially 
true  of  business  in  small  towns  and  of  corner  stores  in  the 
residence  sections  of  large  cities.  In  manufacturing  there  are 
still  some  hundred  and  forty  thousand  establishments  operated 
by  individual  proprietors.  In  the  case  of  stores  and  farms, 
especially,  the  individual  proprietor  is  frequently  entrepreneur, 
manager,  capitalist,  and  manual  worker,  all  in  one. 

The  great  bulk  of  economic  activities  which  we  classify 
under  the  head  of  manufacturing,  transportation,  and  finance 
are  carried  on  by  partnerships  or  corporations,  especially  the 
latter.  The  partnership  is  an  association  of  individuals  en¬ 
gaging  in  a  business.  It  is  formed  by  means  of  a  partnership 
agreement,  which  agreement  is  a  contract  between  the  indi¬ 
viduals  entering  into  the  partnership.  Generally,  but  not 
always,  each  member  of  the  partnership  furnishes  a  part  of 
the  capital  and  participates  actively  in  the  management  of  the 
business.  At  all  events  the  entire  property  of  each  member  is 
liable  for  all  the  debts  of  the  firm.  This  is  known  as  un¬ 
limited  liability.  Each  partner  assumes  risks  as  great  as 
though  he  alone  vtere  the  proprietor  of  the  business.  To  be 
sure,  the  risk  is  shared  jointly  by  all  the  partners,  and  there¬ 
fore  the  liabilities  of  the  firm  would  devolve  on  any  one  part¬ 
ner  only  if  all  the  other  partners  proved  to  be  absolutely 
propertyless.  In  one  respect  the  risk  is  greater  than  that  of  an 
individual  proprietor,  for  any  partner  can  enter  into  a  con¬ 
tract  relating  to  the  business  in  question,  which  is  binding 
upon  the  firm  even  though  the  other  members  have  no  knowl¬ 
edge  of  the  transaction  and  have  never  given  their  consent. 

Each  and  every  partner  may  or  may  not  be  an  entrepreneur. 
Entrepreneurship  entails,  let  it  be  remembered,  financial  con¬ 
trol.  The  silent  partner  who  has  an  investment  in  the  business 
but  assumes  no  active  control  is  not  an  entrepreneur.  Only 
the  partners  who  have  investments  in  the  business  and  actively 
control  the  final  policies  are,  properly  speaking,  entrepreneurs. 
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The  business  corporation  is  also  an  association  of  persons. 
But  it  is  a  very  special  type  of  business  association.  The  cor¬ 
poration  is  a  creature  of  the  state.  A  group  of  persons  decide 
to  form  a  corporation.  They  draw  up  articles  of  incorporation 
in  which  they  state  the  name  of  the  corporation,  the  purposes 
for  which  it  is  formed,  the  amount  and  kinds  of  stock  that 
the  company  will  issue,  the  location  of  the  main  office,  the 
duration  of  the  charter,  and  the  names  and  addresses  of 
the  persons  seeking  to  incorporate.  These  articles,  properly 
drawn  up,  are  submitted  to  some  state  officer,  generally  the 
secretary  of  state  ;  and  if  they  are  legally  drawn,  he  approves 
and  files  the  application,  which  then  becomes  the  charter  of 
the  newly  created  corporation.  The  state  having  granted  the 
charter,  the  corporation  is  looked  upon  as  a  legal  person, 
separate  and  distinct  from  the  individual  incorporators.  Being 
a  person  in  the  eyes  of  the  law,  it  can  sue  and  be  sued,  own 
property,  and  enter  into  contracts.  The  shares  of  stock  are 
transferable,  and  therefore  the  life  of  the  corporation  does  not 
depend  upon  the  life  of  the  individual  stockholders.  All  the 
stockholders  might  be  killed  simultaneously  in  an  earthquake, 
but  the  stock  would  pass  to  their  heirs  and  the  corporation 
would  live  on.  It  thus  has  continuity  of  life  separate  and 
distinct  from  that  of  the  constituent  stockholders. 

Unlike  the  partnership,  which  usually  entails  unlimited 
liability  upon  each  individual  partner,  the  individual  stock¬ 
holders  who  associate  themselves  together  under  the  corporate 
form  of  organization  usually  escape  all  personal  liability.  As  a 
general  rule  the  creditors  of  the  corporation  cannot  attach  the 
individual  property  of  the  stockholders  at  all.  Butin  the  case 
of  national  banks,  and  usually  in  the  case  of  state  banks,  the 
stockholders  are  liable  for  the  debts  of  the  corporation  up  to 
an  amount  equal  to  the  par  value  of  the  stock  held  by  them. 
In  some  states  all  stockholders  are  so  liable  except  the  stock¬ 
holders  of  corporations  engaged  in  manufacturing  and  me¬ 
chanical  pursuits.  But  at  most  the  liability  of  stockholders  is 
a  limited  one.  The  stockholders,  of  course,  always  run  the 
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risk  of  losing  their  investment  in  the  corporation,  should  it 
encounter  business  difficulties  and  become  insolvent. 

The  stockholders  elect  the  board  of  directors,  who  in  turn 
elect  the  officers  and  control  the  policies  of  the  corporation. 
As  a  rule  each  stockholder  has  a  vote  for  every  share  of  stock 
owned.  In  theory,  therefore,  the  corporation  is  democratically 
controlled  by  the  entire  body  of  stockholders.  In  practice, 
however,  the  great  body  of  stockholders  in  large  corporations 
do  not  exercise  their  voting  power  at  all.  Some  of  our  large 
corporations  have  more  than  a  hundred  thousand  stock¬ 
holders.  Each  of  these  persons  has  a  right  to  attend  the  an¬ 
nual  stockholders’  meeting  at  which  the  board  of  directors  are 
elected  and  general  policies  decided  upon.  To  the  uninitiated 
it  might  be  supposed  that  such  stockholders’  meetings  are 
very  large  affairs,  yet  the  usual  rule  is  that  only  a  few  persons 
attend.  These  are  the  people  who  dominate  the  business  or 
who  represent  those  who  dominate  it.  They  are  large  stock¬ 
holders  who  own  a  controlling  percentage  of  the  total  stock  or 
who  have  succeeded  in  getting  a  sufficient  number  of  the 
general  body  of  stockholders  to  sign  over  to  them  proxies 
(giving  power  to  vote  the  stock  in  lieu  of  the  owner)  sufficient 
to  control  the  situation.  These  active  dominating  persons  who 
actually  control  the  business  are  clearly  the  real  entrepreneurs. 

Stockholders  who  exercise  no  control  over  the  business 
are  not,  properly  speaking,  entrepreneurs.  Nor  are  minority 
stockholders  who  seek  to  control  the  business,  but  fail  to  do 
so,  in  any  sense  entrepreneurs.  These  stockholders  are  in 
reality  in  the  position  of  investors  or  speculators  who  have 
put  their  money  into  a  business  over  which  they  have  no 
control.  It  is  true  that  they  expose  their  property  to  the  same 
risks  as  do  the  entrepreneurs  proper  (that  is,  the  controlling 
stockholders).  But  while  entrepreneurs  necessarily  run  finan¬ 
cial  risks,  risk-taking  alone,  as  we  have  learned,  divorced  from 
control  does  not  constitute  entrepreneurship. 

Sometimes  the  bondholders  become  the  entrepreneurs. 
Bondholders  are  persons  who  have  lent  money  to  the  cor- 
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poration,  and  the  bonds  are  evidences  of  the  loans  made. 
Ordinarily  they  have  no  control  over  the  affairs  of  the  cor¬ 
poration.  But  they  always  have  a  contingent  control.  If  the 
interest  on  the  bonds  is  not  paid,  or  if  the  principal  is  not  paid 
when  the  bonds  mature,  the  bondholders  may  foreclose  on  the 
property  of  the  corporation  and  assume  a  position  of  active 
control  of  its  policies.  Here  again  certain  dominant  bond¬ 
holders  are  likely  to  become  the  real  entrepreneurs. 

Another  form  of  association  which  more  and  more  assumes 
the  responsibility  of  business  ventures  is  the  cooperative 
society.  Two  types  are  of  chief  importance :  (1)  consumers’ 
cooperation  and  (2)  marketing  cooperation. 

The  first  is  an  association  of  consumers  who  carry  on  a 
retail-store  business.  Several  local  consumers’  cobperative 
societies  frequently  form  a  wholesale  society  which  engages 
in  a  wholesale  business,  supplying  the  goods  at  wholesale  to  the 
various  local  stores.  Such  wholesale  societies  sometimes  en¬ 
gage  in  certain  manufacturing  businesses,  producing  a  portion 
of  the  goods  supplied  to  the  affiliated  retail  stores.  Thus  the 
British  Wholesale  Society  manufactures  soap,  shoes,  and 
clothing,  owns  a  fleet  of  ships  in  which  tea  is  shipped  from 
their  own  plantations  in  Ceylon  and  wheat  from  their  own 
wheat  fields  in  Canada. 

Marketing  cobperative  societies  are  associations  of  produc¬ 
ers  interested  in  marketing  their  products.  The  California 
Fruit  Growers’  Exchange,  the  American  Cotton  Growers’  Ex¬ 
change,  potato  exchanges,  milk  producers’  associations,  and 
farmers’  elevators  are  examples.  Cobperative  creameries,  while 
engaged  chiefly  in  manufacturing,  are  also  concerned  with 
marketing. 

Cobperative  societies  differ  from  corporations  in  several 
important  respects.  Profits  are  distributed  on  a  patronage 
basis  after  a  certain  fixed  dividend  of  5  or  6  per  cent  has  been 
paid  on  the  stock.  In  the  case  of  consumers’  cobperative  soci¬ 
eties  dividends  are  paid  on  the  purchases  made  by  each  mem¬ 
ber,  and  in  the  case  of  marketing  cooperation  each  producer 
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is  paid  a  dividend  based  on  the  volume  of  his  products 
marketed  through  the  associations. 

Another  important  difference  between  the  cooperative  soci¬ 
ety  and  the  corporation  is  in  the  matter  of  control.  Coopera¬ 
tive  societies  are  usually  much  more  democratic  in  this  matter 
than  are  corporations.  In  the  first  place,  no  shareholder  in  a 
cooperative  society  has  more  than  one  vote,  regardless  of  the 
number  of  shares  owned.  In  the  second  place,  shareholders 
in  cooperative  societies  exercise  control  over  the  business  to 
a  greater  extent  than  do  the  rank  and  file  of  stockholders 
in  a  corporation.  Entrepreneurship  is  therefore  somewhat 
more  widely  diffused  in  the  case  of  cooperative  societies. 

Finally,  we  must  consider  political  units  in  the  role  of  entre¬ 
preneur.  Municipalities  frequently  own  and  operate  their 
street  railways,  gas  plants,  electric-light  plants,  and  water¬ 
works.  All  western  governments  operate  postal  services, 
which  are  enormous  business  enterprises.  On  the  continent 
of  Europe  certain  of  the  governments  own  and  operate  the 
railroads.  Some  of  our  states  have  from  time  to  time  under¬ 
taken  to  operate  flour  mills,  elevators,  cement  works,  and 
have  engaged  in  hail  insurance,  farm-mortgage  banking,  and 
commercial  banking. 

Who  are  the  entrepreneurs  in  these  cases  ?  To  say  that  they 
are  the  various  political  units  involved  is  too  general.  Entre¬ 
preneurship  is  personal,  and  in  any  sort  of  business  enterprise 
it  should  be  possible  to  discover  the  persons  who  are  the  real 
entrepreneurs.  In  the  case  of  democratic  political  units  the 
voters  are  ultimately  the  ones  who  control  the  enterprise. 
From  the  immediate  standpoint  the  political  party  or  group 
of  parties  who  are  in  control  of  the  government  dominate  the 
situation.  The  party  in  turn  is  responsible  to  the  majority 
of  voters  who  elected  it  to  office.  Yet  the  minority  party 
and  its  body  of  voters  usually  have  large  representation  in 
the  legislative  branch  of  the  government  and  are  by  no  means 
without  power.  This  very  fact  is  one  of  the  difficulties  in 
the  way  of  efficient  governmental  administration  of  business 
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enterprises.  The  minority  party  is  likely  to  do  everything  in 
its  power  to  hamper  and  block  the  activities  of  the  majority 
party  in  order  to  discredit  it.  In  the  corporation  the  majority 
absolutely  and  completely  dominate  the  situation.  If  the 
minority  do  not  like  the  way  the  dominant  element  run  the 
enterprise,  they  can  always  sell  their  stock  and  get  out.  This 
situation  gives  rise  to  unified  and  harmonious  control.  But 
in  the  case  of  the  government  the  defeated  minority  cannot 
get  out,  and  they  are  always  present  to  interfere  with  the 
carrying  out  of  a  clearly  defined,  consistent,  and  homogene¬ 
ous  policy.  To  be  sure,  even  in  the  case  of  private  corporations 
it  sometimes  happens  that  there  are  several  groups  of  powerful 
stockholders,  none  of  which  can  obtain  a  majority  control. 
Compromise  is  then  essential,  and  a  clearly  defined  consistent 
policy  becomes  difficult  and  perhaps  impossible. 

But,  it  may  be  asked,  are  not  the  taxpayers  the  real  entre¬ 
preneurs  in  government-owned  enterprises?  We  have  learned 
that  entrepreneurship  means  financial  control  and  that  the 
assumption  of  risk  is  inevitably  associated  with  such  control. 
Although  the  taxpayers  assume  the  risk,  yet  the  voters  have 
the  final  control.  Here  at  least  it  would  appear  that  entrepre¬ 
neurship  does  not  necessarily  entail  any  assumption  of  risk. 

From  one  point  of  view  the  distinction  made  is  more  imagi¬ 
nary  than  real.  In  all  modern  societies  all  self-supporting 
voters  are  taxpayers,  though  they  may  not  always  be  aware 
of  it.  Every  self-supporting  individual,  though  he  may  not 
own  any  property,  at  least  rents  a  room  or  a  house.  As  ten¬ 
ant  he  indirectly  pays  the  tax  on  the  house.  Tariff  duties, 
consumption  taxes,  and  so  on  are  finally  borne  in  the  main 
by  the  general  body  of  consumers,  whether  property  owners 
or  not.  Yet  in  fact,  in  so  far  as  modern  governments  are 
tending  in  the  direction  of  abandoning  indirect  taxation  and 
exempting  low  incomes  from  taxation,  it  would  seem  that 
control  over  government  enterprises  is  being  divorced  from 
any  assumption  of  risk.  On  the  other  hand,  it  may  be  argued 
that  every  citizen  has  an  equity  in  the  government-owned 
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wealth  and  the  total  government  income,  and  both  would 
be  affected  by  the  success  or  failure  of  government-owned 
ventures. 

The  wider  the  dispersion  of  ownership  and  control  of  a  busi¬ 
ness  the  more  difficult  it  becomes  to  locate  the  entrepreneur. 
In  the  case  of  the  individual-proprietorship  business  the  case 
is  clear  and  simple.  So  also  in  the  case  of  the  closed  corpora¬ 
tion,  which  is  owned  by  a  small  group  of  men  or  even  by  a 
single  family.  But  when  we  come  to  the  great  modern  cor¬ 
porations  with  thousands  of  stockholders,  —  publicly  owned 
corporations,  so  called,  —  the  case  is  very  different.  And  when 
the  state  becomes  the  unit  of  business  organization,  the  entre¬ 
preneur  becomes  a  very  elusive  person  indeed. 

Perhaps  it  may  be  asked,  Is  not  the  concept  of  entrepreneur- 
ship  exclusively  a  private-property  concept  ?  Under  socialism, 
with  private  enterprise  eliminated,  would  not  the  function  of 
entrepreneurship  disappear?  It  must  certainly  be  admitted 
that  to  undertake  and  control  a  business  in  a  regime  of  private 
enterprise  and  free  competition  is  quite  a  different  thing  from 
the  functions  performed  by  a  monopolistic  state  engaged  in 
an  economic  activity.  It  is  quite  possible  that  the  two  func¬ 
tions  are  so  widely  different  that  it  is  misleading  to  speak  of  a 
completely  socialized  state  as  carrying  out  the  functions  of 
an  entrepreneur.  Obviously  the  objection  to  using  the  term 
is  less  if  the  state  controls  only  a  few  economic  activities  in 
an  individualistic  and  competitive  society. 

SUPPLEMENTARY  STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  "The  entrepreneur  is  the  agent  who  assumes  responsibility  in 
productive  undertakings.”  —  Taylor.  Argue  for  or  against  this 
statement. 

2.  "The  entrepreneur  is  therefore  the  point  on  which  the  whole  of 
the  economic  mechanism  turns.  On  him  converge  all  the  factors  of 
production ;  and  from  him  also,  as  we  shall  see,  proceeds  all  the  in¬ 
come.  .  .  .  The  entrepreneur,  therefore,  is  both  the  great  employer 
and  the  great  distributor.”  —  Gide.  Comment. 
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3.  ’'They  [entrepreneurs]  represent  that  class  of  people  who  make 
rather  than  take  a  job.  From  one  standpoint,  these  are  the  only  two 
important  types  of  workers  anywhere  in  the  world.  We  have  men  who 
attend  to  a  task  after  it  is  pointed  out  to  them  and  others  who  create 
their  own  task  and  continue  developing  it  as  long  as  they  live.  Wage- 
earners  generally  speaking,  though  with  notable  exceptions,  belong  to 
the  first  group,  and  entrepreneurs  to  the  second.”  —  Boucke.  Is 
this  distinction  sound?  Does  it  properly  define  "entrepreneur”? 

4.  "He  [the  entrepreneur]  has  been  well  called  a  captain  of  industry, 
for  he  commands  the  industrial  forces,  and  upon  him  more  than  any 
one  else  rests  the  responsibility  of  success  or  failure.”  —  Ely.  Do  you 
agree? 

5.  "  In  the  last  analysis,  then,  the  majority  stockholders,  who  con¬ 
trol  the  policy  of  the  company,  are  the  chief  enterprisers  in  the  case ; 
although,  sharing  the  risk  and  responsibility  with  other  stockholders 
and  officials,  they  share  the  profits  also  with  them.”  —  Le  Rossignol. 
Argue  for  or  against  this  statement. 

6.  Do  you  think  it  would  be  better  to  say  merely  that  entrepre¬ 
neurship  is  one  of  many  forms  of  human  activity  of  economic  sig¬ 
nificance,  than  to  set  it  up  as  a  fourth  or  special  factor  of  production  ? 


CHAPTER  V 


COMBINATION  OF  THE  AGENTS  OF  PRODUCTION 

The  Background  of  Social  Institutions.  We  have  noted  in  a 
previous  chapter  that  all  physical  goods  and  all  services  con¬ 
sumed  by  man  come  ultimately  from  two  sources :  from  man 
himself  and  from  the  environment  external  to  man.  There 
are,  then,  only  two  primary  means  of  production,  man  and 
nature.  But  the  extent  to  which  man  can  utilize  the  resources 
of  the  region  in  which  he  lives  is  affected  by  his  power  to  com¬ 
mand  these  natural  forces.  It  is  a  commonplace  to  say  that 
the  high  level  of  well-being  of  the  people  of  the  United  States 
in  the  present  time  is  owing  to  the  richness  of  the  land  that 
they  inhabit.  Yet  the  American  Indian  had  exactly  the  same 
natural  resources  for  his  environment  as  we  have.  But  he 
made  little  use  of  them  in  comparison  with  the  extent  to  which 
we  have  utilized  them.  In  part  this  difference  is  doubtless  to 
be  explained  by  the  higher  innate  capacity  of  the  white  race 
for  the  type  of  civilization  which  prevails  in  the  western  world. 
But  to  an  even  greater  extent  it  is  owing  to  the  fact  that  we 
possess  a  body  of  knowledge,  derived  from  scientific  dis¬ 
covery  and  invention,  which  enables  us  to  command  and 
control  the  resources  latent  in  our  environment.  Even  in 
Europe,  where  essentially  the  same  racial  groups  now  possess 
the  land  as  in  earlier  centuries,  production  is  much  greater 
than  it  was  two  hundred  years  ago.  Life  is  easier,  and  people 
have,  on  the  average,  many  more  goods  to  consume. 

There  is  thus  a  third  element  or  condition,  in  addition  to 
nature  and  man,  governing  the  productivity  of  a  people.  This 
condition  is  customarily  referred  to  as  "the  state  of  the  arts/'  3 
But  we  must  be  careful  not  to  think  of  the  state  of  the  arts  as 
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a  third  primary  means  of  production.  It  is  a  powerful  force 
in  determining  the  average  productive  capacity  of  man  and 
nature,  but  it  is  not  a  concrete,  tangible,  objective  thing  like 
man  and  nature.  The  state  of  the  arts  is  the  medium  in  which 
men  operate  and  not  the  materials  from  which  they  produce. 
Stated  less  abstractly,  the  state  of  the  arts  determines  the 
extent  to  which  men  are  able  to  draw  forth  and  turn  to  their 
own  purposes  the  resources  of  the  earth  and  of  their  own 
bodies. 

Still  another  condition  must  be  mentioned  as  an  element  in 
determining  the  productive  capacity  of  man  and  nature.  The 
nature  of  the  social  organization  of  a  people,  including  the 
forms  of  government,  legal  systems,  attitudes  toward  govern¬ 
ment,  and  much  besides,  also  determines  whether  they  will 
get  much  or  little  out  of  their  environment.  Earlier  civiliza¬ 
tions  differed  from  our  own  quite  as  much  in  the  extent  to 
which  men  were  able  to  cooperate  as  they  did  in  the  extent 
of  scientific  knowledge.  They  differed  from  our  own  in  the 
ways  in  which  individual  initiative  was  stimulated  or  re¬ 
tarded.  They  differed  also  in  the  main  objectives  of  human 
activity.  But  these  conditions  are  no  more  means  of  pro¬ 
duction  than  is  the  state  of  the  arts.  Like  the  latter  they 
affect  productivity  powerfully,  but  they  are  not  concrete 
physical  agents  that  can  be  used  for  making  goods.  They  are 
qualifying  circumstances  that  vary  as  time  passes,  and  they 
act  through  the  modification  of  man’s  behavior. 

The  Factors  of  Production.  Production,  as  we  have  noted,  is 
carried  on  by  man  and  nature.  Human  beings  perform  three 
types  of  service,  each  of  a  different  order.  These  three  types 
of  service  are  (1)  labor,  (2)  entrepreneurship,  and  (3)  saving. 
By  labor  we  mean  any  human  activity,  either  of  body  or  of 
mind,  that  leads  to  or  assists  in  the  production  of  economic 
goods  or  the  rendering  of  economic  services.  Entrepreneur- 
ship  involves  the  assumption  of  the  responsibility  for  carry¬ 
ing  on  and  controlling  the  individual  business  enterprise  and 
indirectly  all  productive  activity  in  society.  Saving  makes 
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possible  the  indirect,  or  roundabout,  method  of  production. 
By  this  method  capital  equipment  is  first  made,  and  this  in 
turn  is  used  to  produce  consumers’  goods.  Saving  enables 
labor  and  entrepreneurship  working  with  natural  resources 
to  produce  capital  goods. 

The  term  "capital”  is  employed  in  the  study  of  production 
in  a  special  sense.  It  includes  all  man-made  agents  of  produc¬ 
tion.  It  does  not  include  natural  resources  or  mere  evidences 
of  property  rights,  such  as  stocks  and  bonds.  Capital  consists 
of  concrete  material  goods  and  not  of  legal  claims.  Consumers’ 
capital  consists  of  finished  goods  ready  for  consumption,  such 
as  houses,  musical  instruments,  libraries,  and  furniture  in  the 
hands  of  consumers.  Producers’  capital  consists  of  wealth 
that  is  still  in  process,  such  as  raw  material,  or  of  aids  in 
production,  such  as  machinery,  factory  buildings,  and  the 
equipment  of  railroads.  But  the  major  part  of  all  capital  is 
used  by  producers.  Hence  we  shall  generally  use  the  term  to 
mean  producers’  capital,  and  when  consumers’  capital  is  meant 
that  meaning  will  be  clearly  indicated. 

The  concrete  items  that  compose  producers’  capital  are  not 
exactly  alike.  Some,  like  factory  buildings,  are  very  durable ; 
and  others,  like  coal,  are  perishable ;  some,  like  coal  and 
metallic  money,  are  unspecialized  and  can  be  used  to  aid  in 
the  production  of  a  variety  of  goods,  whereas  others,  such  as 
spinning  machines  and  blast  furnaces,  can  be  used  at  only 
one  step  in  the  production  of  one  commodity  or  a  closely 
related  group  of  commodities. 

We  find  then  that  there  are  four  essentially  different  types 
of  service-rendering  objects  which  may  be  distinguished  from 
the  point  of  view  of  economics :  labor,  natural  resources, 
capital,  and  the  entrepreneur.  In  the  present  state  of  the 
arts  all  these  factors  are  necessary  for  production,  although 
it  is  possible  to  imagine  a  society  so  primitive  that  capital 
and  entrepreneurs  would  be  entirely  absent. 

Since  all  are  necessary  to  carry  on  any  productive  process,  it 
follows  that  productivity  will  be  affected  very  greatly  not  only 
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by  the  sum  total  of  them  but  also  by  the  relative  amounts  of 
each  that  are  available  for  combination  with  all  the  others. 
In  the  evolution  of  industrial  society  many  different  combi¬ 
nations  have  been  made.  In  sparsely  settled  regions  much 
land  has  ordinarily  been  combined  or  used  with  little  labor, 
labor  being  the  scarce  factor.  Before  the  Industrial  Revolu¬ 
tion  changed  so  profoundly  the  state  of  the  arts,  capital  was 
of  little  importance  in  the  combination  of  the  factors.  And 
with  the  development  of  large  plants  and  giant  corporations 
the  number  of  independent  entrepreneurs  has  decreased,  rela¬ 
tive  to  the  total  population.  In  farming  alone,  the  independent 
entrepreneur  continues  to  hold  his  own. 

The  Relative  Scarcity  of  the  Factors.  The  way  in  which  the 
four  factors  of  production  are  combined  depends  in  a  large 
measure  upon  the  supply  of  each.  For  example,  whatever 
capital  equipment  is  in  existence  will  certainly  be  utilized 
somehow  in  the  long  run  unless  it  has  become  entirely  obso¬ 
lete,  and  the  manner  in  which  it  will  be  combined  with  the 
other  factors  will  depend  a  great  deal  upon  its  relative  abun¬ 
dance  or  scarcity  compared  with  the  other  factors. 

Of  the  four  factors  of  production,  natural  resources  are 
limited  in  quantity  by  nature.  Population  is  constantly  grow¬ 
ing,  and  from  it  springs  an  increasing  supply  of  laborers,  both 
manual  and  mental,  and  entrepreneurs.  Capital  is  rapidly 
accumulating.  It  is  true  that  during  the  nineteenth  century 
the  land  supply  was  also  increasing.  The  railroads  opened  up 
vast  areas  of  land  in  North  and  South  America,  Australasia, 
Russia,  Africa,  and  parts  of  Asia.  This  phenomenal  exploita¬ 
tion  of  virgin  natural  resources  is  one  of  the  most  important 
characteristics  of  the  last  hundred  years. 

But  certain  individual  countries  long  ago  experienced  a  lim¬ 
itation  in  the  supply  of  the  natural  factor  in  production.  Thus 
England  at  the  close  of  the  eighteenth  century  and  during  the 
first  quarter  of  the  nineteenth  century  was  experiencing  grave 
difficulties  because  of  the  fact  that  while  her  population  was 
increasing,  her  food-producing  areas  were  already  limited. 
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Because  of  these  difficulties  there  developed  a  considerable 
public  discussion  which  resulted  in  the  gradual  formulation  of 
the  principle  known  in  economics  as  the  law  of  diminishing 
returns. 

The  Law  of  Diminishing  Returns.  The  following  is  a  state¬ 
ment  of  this  law  as  given  by  John  Stuart  Mill,  the  great 
English  economist,  writing  in  1848.  "After  a  certain,  and 
not  very  advanced,  stage  in  the  progress  of  agriculture,  it  is 
the  law  of  production  from  land,  that  in  any  given  state  of 
agricultural  skill  and  knowledge,  by  increasing  the  labour,  the 
produce  is  not  increased  in  an  equal  degree;  doubling  the 
labour  does  not  double  the  produce ;  or  to  express  the  same 
thing  in  other  words,  every  increase  of  produce  is  obtained  by 
a  more  than  proportional  increase  in  the  application  of  labour 
to  the  land.” 

This  is  a  statement  of  the  law  of  diminishing  returns  applied 
to  land.  In  fact,  from  a  social  point  of  view,  the  application  of 
the  law  to  land  or  natural  resources  is  of  primary  importance. 

Natural  resources  (land)  are  relatively  limited  in  quantity. 
We  may  therefore  call  them  a  constant,  or  fixed,  factor.  The 
supply  of  laborers  and  entrepreneurs  and.  capital  is  constantly 
increasing.  We  may  therefore  call  them  variable  factors.  Now 
every  increase  in  the  quantity  of  these  variable  factors  applied 
to  the  relatively  constant  factor  land  will  probably  increase 
the  product,  but  the  increase  in  the  total  product  will  not 
(beyond  a  certain  point)  be  in  proportion  to  the  increase  in 
the  quantity  of  variable  factors  applied  to  land.  In  other 
words,  the  average  product  per  unit  of  variable  factors  de¬ 
clines  after  a  certain  point  is  reached.  This  is  known  as  the 
point  of  diminishing  average  returns. 

Let  us  illustrate  this  principle  concretely.  Suppose  we  take 
300  acres  of  land  which  we  will  consider  the  fixed,  or  constant, 
factor.  Suppose  there  is  applied  by  way  of  experimentation 
an  increasing  quantity  of  variable  factors  to  this  plot  of  land. 
The  results  of  this  hypothetical  series  of  experiments  are 
shown  in  columns  3  and  4  of  Table  I. 
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Table  I 


1 

2 

3 

4 

5 

Fixed  Factor  : 
300  Acres  of 
Land 

Variable 
Factors  : 
Labor  and 
Capital 

Product 

Total 

Average 
Product  per 
Unit  of 
Variable 
Factors 

Marginal 
Product : 
Addition  to 
Product  Due  to 
Last  Added 
Increment  of 
Variable  Factors 

Acres 

Bushels 

Bushels 

Bushels 

300 

1  man  with 
normal 
equipment 

3,000 

3,000 

300 

2  men  with 
normal 
equipment 

7,000 

3,500 

4,000 

300 

3  men  with 

10,800 

3,600 

3,800 

normal 

equipment 

P AX 

300 

4  men  with 
normal 
equipment 

14,000 

3,500 

3,200 

300 

5  men  with 
normal 
equipment 

16,000 

3,200 

2,000 

It  is  evident  from  Table  I  that  in  this  series  of  imaginary 
experiments  the  point  of  diminishing  returns  is  reached  when 
the  labor  of  three  men  with  necessary  equipment  is  applied 
to  300  acres  of  land.  From  this  it  would  follow  that  even  if 
land  were  so  abundant  that  it  was  a  free  good,  men  would  not 
cultivate  more  than  100  acres  per  laborer;  for  if  the  work 
were  spread  out  thinly  over  more  land,  the  returns  would 
yield  a  smaller  product  per  laborer.  If  300  acres  per  laborer 
were  cultivated,  the  product  would  be  only  3000  bushels ;  at 
150  acres  per  laborer  the  product  would  be  3500  bushels; 
at  100  acres,  3600  bushels.  So  far  intensive  cultivation  is 
more  profitable  than  the  extensive  cultivation  of  a  plot  too 
large  to  permit  proper  attention  and  care.  If,  however,  only 
75  acres  per  laborer  were  used,  although  the  per  capita  product 
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would  decline  to  3500  bushels,  the  product  per  acre  would  con¬ 
tinue  to  rise.  If  only  60  acres  per  laborer  were  utilized,  the  per 
capita  product  would  be  only  3200  bushels. 

If,  therefore,  there  were  an  abundance  of  free  land,  all  of 
equal  grade,  not  more  than  100  acres  per  laborer  would  be 
used,  no  matter  how  small  the  population  of  the  country. 
But  suppose  the  population  is  so  large  that  there  are  not 
100  acres  per  laborer.  It  may  be  that  there  are  only  75  acres 
per  laborer.  Under  this  situation  it  is  obvious  that  the  nat¬ 
ural  resources  will  have  to  be  utilized  beyond  the  point  of 
diminishing  returns. 

In  frontier  communities  it  has  no  doubt  frequently  hap¬ 
pened  that  labor  and  capital  were  spread  out  over  so  much 
land  that  it  was  not  utilized  even  to  the  point  of  dimin¬ 
ishing  returns;  or  to  put  it  another  way,  they  were  not 
utilized  up  to  the  point  of  highest  per  capita  returns.  This 
sort  of  cultivation  was  certainly  uneconomical,  but  persons 
familiar  with  frontier  agriculture  can  testify  that  such  waste¬ 
ful  and  ill-advised  methods  were  used.  As  population  in¬ 
creased,  the  point  of  diminishing  returns  was  reached.  As 
population  became  denser,  cultivation  became  more  intensive, 
more  labor  and  capital  were  used  per  acre,  and  agriculture  was 
pushed  far  beyond  the  point  of  diminishing  returns. 

None  of  the  other  factors  is  limited  to  the  same  extent 
as  are  natural  resources.  The  numbers  of  entrepreneurs  and 
of  scientific  experts  are  limited  partly  by  biological  heredity, 
partly  by  educational  and  industrial  opportunities.  Only  a 
certain  proportion  of  each  generation  is  fit  timber  for  entre¬ 
preneurship,  for  the  higher  grades  of  managerial  labor,  and 
for  the  highest  type  of  scientific  work.  There  is  always  more 
or  less  of  a  movement  from  the  labor  group  to  the  entrepre¬ 
neurial  group  or  vice  versa.  It  must  be  remembered  that  labor 
as  we  here  use  the  term  includes  the  highest-grade  salaried 
worker  as  well  as  the  more  ordinary  clerical  worker  and  man¬ 
ual  laborer.  The  margin  of  entrepreneurship,  that  is,  the 
point  of  indifference  as  to  whether  one  is  a  salaried  worker  or 
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entrepreneur,  is  a  continually  shifting  one.  Superior  entre¬ 
preneurs  tend  to  bid  natural  resources,  labor,  and  capital 
away  from  marginal  entrepreneurs  (that  is,  entrepreneurs 
who  are  now  making  no  profits  above  wages  and  interest  on 
invested  capital),  thus  making  it  impossible  for  them  to  remain 
entrepreneurs.  The  less  efficient  entrepreneurs  are  squeezed 
out  and  pushed  into  the  ranks  of  wage-earners  or  salaried  work¬ 
ers.  Thus  a  new  margin  of  entrepreneurship  is  established. 

The  supply  of  entrepreneurs  relative  to  the  supply  oft 
laborers  is  therefore  flexible.  There  is  a  constant  ebb  and 
flow  between  the  wage  and  salaried  group  and  the  entrepre¬ 
neurial  group.  If  superior  entrepreneurs  are  unable  to  utilize 
all  the  available  factors  of  production,  inferior  entrepreneurs 
will  come  into  the  field  of  entrepreneurship  from  the  ranks  of 
the  wage-earners  or  salaried  workers.  Thus  the  void  can 
readily  be  filled.  Accordingly  the  supply  of  entrepreneurs  is 
as  expansible  as  is  the  supply  of  labor. 

With  respect  to  the  other  factor  of  production  —  capital  — 
it  is  astonishing  how  rapidly  it  accumulates  in  modern  society. 
The  last  few  centuries,  with  newly  discovered  undeveloped  re¬ 
sources,  improvements,  and  inventions,  have  opened  up  a 
field  for  capital  investment  so  vast  as  to  preclude  seemingly 
any  possibility  of  sufficiency  of  capital  accumulation,  yet  the 
capital  has  been  forthcoming  year  after  year.  In  fact,  the 
increased  production  consequent  upon  these  discoveries  and 
inventions  is  itself  the  source,  in  large  part,  of  this  capital 
accumulation. 

From  the  broad  social  standpoint,  then,  land  (natural  re¬ 
sources)  is  more  limited  than  the  other  factors  of  production. 
To  be  sure,  none  of  the  factors  is  unlimited  and  all  are  scarce  ; 
but  capital,  labor,  and  entrepreneurs  are  certainly  at  the  present 
time  increasing  faster  than  natural  resources.  These  factors 
must  therefore  be  applied  to  land  more  and  more  intensely  as 
it  grows  increasingly  scarce.  As  we  proceed  with  our  study 
we  shall  see  the  important  bearing  of  this  principle  of  dimin¬ 
ishing  returns  from  natural  resources  upon  economic  rent. 


60 


PRINCIPLES  OF  ECONOMICS 


wages,  land  values,  value  of  farm  products,  population,  im¬ 
migration,  taxation,  and  a  host  of  other  problems. 

Agents  of  Production.  The  productive  process  has  thus  far 
been  discussed  from  a  rather  broad  social  point  of  view.  We 
have  referred  to  the  factors  of  production  in  general  terms,  as 
labor,  natural  resources,  capital,  and  the  entrepreneur.  And 
the  combination  of  these  factors  has  been  treated  from  the 
social  point  of  view. 

In  the  actual  process  of  production  as  we  find  it  in  indi¬ 
vidual  businesses  and  as  it  appears  to  the  entrepreneur  who 
directs  a  business,  the  factors  of  production  are  not  so  simply 
classified.  The  entrepreneur  thinks  in  terms  of  common  labor, 
machine  operators,  foremen,  clerks,  departmental  managers, 
and  the  like,  and  not  in  terms  of  labor  in  general.  When  he 
considers  a  combination  of  productive  forces,  he  often  con¬ 
siders  the  economic  advisability  of  adding  or  subtracting  a 
kind  or  grade  of  labor  to  other  kinds,  as  well  as  adding  labor 
in  general  to  capital  and  natural  resources.  Likewise  he  breaks 
up  the  general  factor  —  capital  —  into  many  subclasses  and 
combines  power  units  with  machine  units,  or  both  with  raw 
materials.  In  the  same  way  natural  resources  are  classified 
and  combined,  not  as  a  factor  but  as  several  different  varieties. 

When  the  factors  of  production  are  thus  split  up  into  various 
subclasses,  we  shall  refer  to  them  as  agents  of  production.  On 
page  61  is  a  schematic  representation  of  the  means  of  produc¬ 
tion  and  their  relationship  to  the  four  factors  and  a  few  of  the 
agents  into  which  they  are  classified  in  the  individual  business. 

The  Best  Combination  of  the  Agents  of  Production.  Under 
this  head  we  shall  treat  the  problem  of  production  as  it 
confronts  the  entrepreneur  in  the  individual  business  estab¬ 
lishment.  This  problem  consists  of  two  parts :  First,  in  what 
proportions  shall  he  employ  the  various  types  of  labor,  natu¬ 
ral  resources,  and  capital  goods  which  are  available  in  the 
market?  Here  the  problem  is  to  find  the  most  profitable 
combination  of  the  employed  agents.  Second,  how  large  a 
quantity  of  these  agents  shall  he  employ  in  conjunction  with 
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Primary 

Means 


Man 


Nature  .  .  .  . 


Factors  of  Production 
Entrepreneur . 

* 

.Labor . 


.  Capital  goods 


Natural  resources 


Agents  of  Production 

Varying  sorts  of  entre¬ 
preneur 

'  Common  workers 
Machine  operators 
Semiskilled  workers 
Skilled  workers 
Clerical  workers 
Foremen 
Executives 

Buildings 
Other  structures 
Prime  movers  (engines, 
motors) 

Machines 

Means  of  transport 
Raw  materials 
Finished  goods  await¬ 
ing  consumption 

f  Building  land 
Roadways,  waterways 
Mines 
Forests 
Fisheries 
Crop  land 
Pasture  land 
L_  Recreation  sites 


himself  as  entrepreneur  ?  This  has  to  do  with  the  problems  of 
large-scale  production  and  the  size  of  the  business  unit.  Taken 
together  the  two  problems  are  concerned  with  the  most 
profitable  combination  of  all  the  agents  of  production,  includ¬ 
ing  entrepreneurship  itself. 

An  entrepreneur  finds  a  certain  market  value  on  each  of 
the  various  agents  which  he  may  wish  to  employ.  In  a  later 
chapter  we  shall  show  how  these  valuations  are  established,  but 
for  the  present  we  shall  accept  them  as  established,  without 
inquiring  into  the  reason  why.  An  entrepreneur  finds  that  he 
must  pay  established  standard  wage  rates  for  the  various 
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grades  of  labor  that  he  wishes  to  employ ;  he  must  pay  cer¬ 
tain  prices  for  capital  equipment  and  raw  materials ;  and  if 
he  wishes  to  rent  or  to  buy  natural  resources,  he  must  pay  the 
going  rentals  or  prices. 

The  problem  of  the  best  combination  of  the  agents  of  pro¬ 
duction  must  be  distinguished  from  the  social  law  of  diminish¬ 
ing  returns.  The  latter  deals  with  great  groups  of  agents,  and 
it  assumes  the  physical  supplies  of  the  factors  of  production 
without  reference  to  their  cost.  It  simply  says,  If  you  have 
a  limited  land  supply  and  if  your  population  and  capital  in¬ 
crease,  you  will  find  that  the  average  physical  product  per 
unit  of  these  variable  factors  will  increase  at  a  less  than  pro¬ 
portionate  rate  unless  the  additions  to  population  and  capital 
happen  to  be  accompanied  by  a  change  in  the  arts  which 
makes  available  more  natural  resources  or  increases  the 
efficiency  of  human  labor. 

The  proportionality  of  agents  refers  to  the  internal  man¬ 
agement  of  a  plant.  It  assumes  that  the  prices  of  the  agents 
have  been  set  by  the  market  outside  the  plant.  It  asks,  How 
should  these  agents  be  combined  to  get  the  maximum  money 
returns  from  them,  present  prices  assumed  ?  It  is  a  narrower 
and  somewhat  different  application  of  the  wider  and  more 
general  law  of  diminishing  returns. 

If  we  assume  as  fixed  the  various  prices  which  must  be 
paid  for  the  agents  of  production,  how  many  of  each  will  the 
entrepreneur  employ?  Let  us  take  a  concrete  illustration. 
Suppose  that  an  entrepreneur  has  built  a  shoe  factory  of  a 
certain  size.  The  factory  building  and  the  land  on  which 
it  stands  we  shall  call  the  fixed  or  constant  factor.  To  be 
sure,  an  adjoining  piece  of  land  might  be  purchased  and  an 
addition  built  to  the  factory  building;  but  except  for  such 
additions,  which  would  only  be  made  at  long  intervals  of 
time,  if  at  all,  the  factory  building  and  the  land  on  which 
it  stands  form  a  constant,  or  fixed,  factor.  To  this  fixed  factor 
variable  factors  may  be  added.  Shoe  machinery  may  be 
installed,  labor  may  be  employed,  and  raw  materials  pur- 
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chased.  At  first  the  entrepreneur  may  install  a  relatively 
small  number  of  machines  and  employ  relatively  little  labor. 
Gradually,  as  he  builds  up  a  wider  and  wider  clientele  of 
customers,  he  will  install  more  machinery  and  employ  more 
labor.  He  will  apply  more  and  more  variable  agents  to  his 
fixed  plant.  What  will  be  the  effect  of  these  successive  com¬ 
binations  of  agents  upon  his  cost  per  unit  of  output  ? 

Average  Product  and  Marginal  Product.  Tables  II  and  III  illus¬ 
trate  the  principles  involved  in  this  problem.  Table  II  gives 
the  different  numbers  of  agents  employed  in  each  successive 
experiment  with  the  resulting  total  product,  average  product  per 
unit  of  variable  agents,  and  marginal  product,  that  is,  the 
product  added  by  the  last  unit  of  the  variable  agents.  The 
problem  is  simplified  by  lumping  all  the  variable  agents  to¬ 
gether  as  though  they  were  homogeneous.  In  reality,  of 
course,  the  variable  agents  consist  of  a  complex  assortment 
of  different  kinds  of  machines,  tools,  raw  materials,  and  scores 
of  different  kinds  of  specialized  labor. 


Table  II 


Fixed  Agents 

Variable 

Agents 

Total 

Product 

Average 
Product  per 
10  Variable 
Agents 

Marginal 
Product  per 
10  Variable 
Agents 

Factory  building  and 

10 

1000 

1000 

entrepreneur 

20 

2200 

1100 

1200 

30 

3375 

1125 

1175 

40 

4440 

TTRT 

1065 

50 

5420 

1084 

980 

60 

6250 

1042 

830 

70 

6800 

971 

550 

From  Table  II  it  appears  that  at  first  as  variable  agents 
are  added  the  total  product  increases  more  rapidly  than  the 
increase  in  the  variable  agent.  In  other  words,  the  point  of 
diminishing  returns  is  not  yet  reached.  This  point  is  reached, 
however,  when  30  units  of  variable  agents  are  employed. 
From  this  point  on,  the  increase  in  the  total  product  is  less 
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than  proportional  to  the  increase  in  the  variable  agents.  These 
points  are  brought  out  clearly  in  the  average-product  column. 
The  last  column  gives  the  marginal  product ;  that  is  to  say, 
the  product  added  by  the  last  increment  of  variable  agents.  The 
second  10  units  of  variable  agents  added  1200  units  to  the 
product.  The  last  10  units  of  variable  agents  employed  added 
550  units  of  product  to  the  total. 

Cost  per  Unit  of  Output.  The  individual  entrepreneur  must 
pay  the  going  rates  of  wages,  interest,  and  rent.  He  must 
likewise  pay  the  established  market  prices  for  materials  and 
equipment.  But  the  cost  of  the  finished  product  is  not  defi¬ 
nitely  fixed.  A  variation  in  the  combination  of  the  agents  will 
result  in  a  variation  in  the  amounts  of  finished  goods  produced 
and  so  alter  the  cost  per  unit  of  output. 

How  far  will  it  pay  the  entrepreneur  to  continue  to  add 
variable  agents  to  his  fixed  plant  ?  It  is  impossible  to  answer 
this  question  without  knowing  what  he  will  have  to  pay  for 
each  of  the  agents  he  employs.  Suppose  he  pays  a  fixed  rent 
of  $500  per  month  for  the  plant ;  suppose  he  pays  himself 
$500  per  month  as  entrepreneur  and  general  manager;  and 
suppose  he  pays  $100  per  month  for  each  unit  of  the  variable 
factors.  We  can  then  determine  the  cost  of  each  unit  of  out¬ 
put.  These  results  are  given  in  Table  III. 

* 

Table  III.  Cost  per  Unit  of  Output 


Variable  Agents 

Output 

Fixed  Plant 
and 

Entrepreneur 

Variable 

Agents 

Total  Cost 
per  Unit  of 
Output 

10 . 

1000 

$1.00 

$1.00 

$2.00 

20 . 

2200 

0.45 

0.91 

1.36 

30 . 

3375 

0.30 

0.89 

1.19 

40 . 

4440 

0.23 

0.90 

1.13 

50 . 

5420 

0.18 

0  92 

i  in 

60 . 

6250 

0.16 

0.96 

1.12 

70 . 

6800 

0.15 

1.03 

1.18 

In  a  successful  business  the  money  derived  from  the  gross 
sales  must  at  least  cover  interest  and  depreciation  charges  on 
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the  fixed  plant,  as  well  as  wages,  cost  of  raw  materials,  inter¬ 
est  on  investment  and  machinery,  and  many  other  expenses 
arising  from  the  use  of  the  variable  agents.  The  output  must 
sell  for  at  least  enough  to  cover  the  expense  of  the  fixed  plant, 
the  services  of  the  entrepreneur,  and  the  variable  agents.  With 
every  increase  in  output  the  cost  of  the  fixed  agents  becomes 
less  and  less  per  unit  of  output.  On  the  other  hand,  the  cost 
of  the  variable  agents  per  unit  of  output  will  necessarily  de¬ 
crease  up  to  the  point  of  diminishing  average  returns  and  will 
increase  beyond  that  point.  So  long  as  the  product  increases 
more,  proportionally,  than  the  increase  in  the  variable  agents, 
the  variable  cost  per  unit  of  output  declines ;  and  when  the 
product  increases  less,  proportionally,  than  the  increase  in  the 
variable  agents,  the  variable  cost  per  unit  of  output  will  obvi¬ 
ously  rise. 

Now  the  entrepreneur  will  not  cease  adding  variable  agents 
at  the  point  of  diminishing  average  returns.  In  our  illustra¬ 
tion  he  will,  in  fact,  if  he  is  thoroughly  enlightened,  continue 
adding  variable  agents  until  he  employs  50  units  of  them. 
The  reason  for  this  becomes  clear  when  we  observe  that  as 
the  entrepreneur  increases  his  use  of  variable  agents  from 
30  units  to  50  units  the  increased  cost  of  the  variable  agents 
per  unit  of  output  is  more  than  offset  by  the  decreased  cost 
of  the  fixed  agents  per  unit  of  output.  This  will  be  seen  from 
an  examination  of  the  total-cost  column  in  Table  III.  The 
total  cost  per  unit  of  output  is  the  lowest  when  50  units  of 
variable  agents  are  employed  and  the  output  is  5420.  Beyond 
this  point  the  increase  in  the  cost  of  the  variable  agents  per 
unit  of  output  is  greater  than  the  decrease  in  the  cost  of  the 
fixed  agents  per  unit  of  output,  and  the  total  cost  rises.  The 
entrepreneur  will  naturally  wish  to  produce  at  the  lowest  pos¬ 
sible  unit  cost.  He  will  therefore,  if  he  follows  a  perfectly 
enlightened  policy,  employ  50  units  of  variable  agents. 

Lowest  Unit  Cost  for  Marginal  Entrepreneurs.  According  to 
Table  III  the  entrepreneur  can  produce  5420  units  of  output  at 
a  cost  of  $1.10  per  unit.  This  is  the  lowest  total  unit  cost  at 


66 


PRINCIPLES  OF  ECONOMICS 


which  he  can  operate,  and  in  the  long  run  the  price  at  which 
the  output  sells  in  the  market  must  be  at  least  that  high  or  he 
will  be  forced  out  of  business.  At  that  price  he  just  covers  all 
the  costs  he  has  incurred  and  receives  for  his  own  work  the 
same  return  he  could  reasonably  expect  if  he  were  employed 
as  a  manager  by  some  other  firm.  When  an  entrepreneur  is 
just  able  to  cover  his  expenses  in  the  manner  described,  he  is 
called  a  marginal  entrepreneur,  or  the  firm  which  he  manages 
is  said  to  be  a  marginal  firm.  There  are,  however,  in  every  line 
of  business  some  entrepreneurs  who  are  able  to  turn  out  goods 
at  total  unit  costs  more  or  less  below  the  corresponding  costs 
of  the  marginal  entrepreneur.  Sometimes  they  can  secure  a 
reduction  of  cost  through  lucky  purchases  of  the  agents  of 
production  below  their  going  market  values.  But  these  fortu¬ 
nate  bargains  are  not  a  permanent  source  of  advantage.  An 
entrepreneur  who  can  permanently  produce  at  a  cost  below 
that  of  the  marginal  firm  must  be  able  to  do  so  because  he  can 
cause  the  variable  agents  to  bring  forth  a  larger  physical 
product  than  they  do  in  the  plant  of  the  marginal  entrepre¬ 
neur.  In  other  words,  the  low-cost  entrepreneur  is  able  to 
make  a  better  utilization  of  the  agents  than  is  made  in  the 
plant  of  the  marginal  entrepreneur. 

Now  we  have  shown  that  the  marginal  entrepreneur  will 
employ  more  and  more  variable  agents  until  he  finally  reaches 
the  point  of  lowest  cost  per  unit  of  output.  Or  to  put  it  in 
another  way,  he  will  continue  to  employ  more  and  more 
variable  agents  as  long  as  they  more  than  pay  for  themselves. 
If  we  revert  to  Table  II,1  we  will  notice  that  while  the  second 
10  units  of  variable  agents  cost  $1000,  they  added  1200  units 
to  the  product.  At  $1.10  per  unit  this  will  amount  to  $1320. 
Obviously  these  second  10  units  of  variable  agents  more  than 
pay  for  themselves.  The  third  10  units  of  variable  agents  also 
cost  $1000,  and  they  added  1175  units  or  a  value  of  $1293.  The 
fourth  10  units  of  variable  agents  added  a  value  of  $1172 ;  the 

1  The  student  can  readily  make  this  calculation  by  multiplying  the  units  given 
in  the  last  column  by  the  price  per  unit,  namely,  $1.10. 
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fifth,  $1078 ;  and  the  sixth,  $913.  It  is  clear  that  our  entre¬ 
preneur  could  not  afford  to  employ  the  sixth  10  units,  because 
they  added  a  value  less  than  their  cost.  If  our  entrepreneur 
had  added  the  sixth  10  units  of  variable  agents,  he  would 
therefore  have  raised  his  cost  above  the  normal  price.  On  this 
basis  he  could  not  afford  to  remain  in  the  business.  He  would 
be  driven  out  by  those  entrepreneurs  who  were  wise  enough  to 
employ  the  variable  agents  only  up  to  the  point  where  they 
paid  for  themselves,  or,  in  other  words,  the  point  of  lowest 
total  unit  cost. 

Lowest  Unit  Cost  for  Superior  Entrepreneurs.  How  about  the 
superior  entrepreneur?  Will  he  use  the  same  combination  of 
agents  as  is  used  by  the  marginal  entrepreneur  ?  Will  he  em¬ 
ploy  the  variable  agents  farther  beyond  the  point  of  diminish¬ 
ing  returns  than  the  marginal  entrepreneur  does?  Again  let 
us  take  a  concrete  illustration.  We  must  remember  that’ the 
superior  entrepreneur  is  able  to  get  a  larger  output  out  of 
equivalent  quantities  of  agents  than  is  the  marginal  entre¬ 
preneur.  Let  us  assume  that  he  gets  10  per  cent  more.  Since 
he  gets  a  larger  product  from  the  agents  employed  than  does 
the  marginal  entrepreneur,  it  follows  that  his  total  unit  cost 
will  be  less  for  each  application  of  the  variable  agents.  He  can 
therefore  afford  to  employ  the  variable  agents  beyond  the 
point  of  lowest  total  unit  cost,  since  he  is  able  to  sell  the 
product  at  the  same  price  as  the  marginal  entrepreneur.  Like 
the  marginal  entrepreneur  he  will  continue  to  employ  the 
variable  agents  as  long  as  they  more  than  pay  for  themselves. 
Table  IV  shows  the  value  of  product  added  by  each  successive 
amount  of  variable  agents.  It  will  be  remembered  that  the 
product  is  10  per  cent  higher  than  for  marginal  entrepreneurs. 

It  will  be  seen  from  Table  IV  that  the  superior  entrepreneur 
can  afford  to  employ  a  total  of  60  units  of  variable  agents. 
Our  marginal  entrepreneur  could  afford  to  employ  only  50 
units  of  variable  agents.  The  marginal  entrepreneur  could  get 
only  830  units  out  of  his  sixth  increment  of  variable  agents : 
and  since  this  yielded  a  value  product  of  only  $913  while  the 
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Table  IV 


Variable 

Agents 

Total 

Product 

Physical 
Product 
Added  by 
Last 

Increment 

of 

Variable 

Agents 

Value  of 
Product 
Added  by 
Last 

Increment 

of 

Variable 

Agents 

Cost  of 
Added 
Variable 
Agents 

Net  Gain 
from 
Employ¬ 
ment  of 
Added 
Variable 
Agents 

Total 
Profit  (+ 
or  Loss  (- 

It* 1'  10  .  .  . 

I.l*  20  .  .  . 

1100 

2420 

1320 

$1452  1 

$1000 

$452 

$  -  790 
-  338 

30  .  .  . 

3713 

1293 

1422 

1000 

422 

+  84 

40  .  .  . 
,,**50  .  .  . 

,  *>60  .  .  . 

'  70  .  .  . 

4884 

1171 

1288 

1000 

288 

+  372 

5962 

1078 

1186 

1000 

186 

+  558 

6875 

913 

1004 

1000 

4 

+  563 

7480 

605 

666 

1000 

-  334 

+  228 

cost  of  the  added  increment  of  agents  was  $1000,  it  would  not 
pay  him  to  employ  the  sixth  increment  of  variable  agents.  But 
the  superior  entrepreneur  could  get  913  additional  units  out 
of  the  sixth  increment  of  variable  agents,  and  this  would  yield 
a  value  product  greater  than  the  cost.  The  superior  entre¬ 
preneur  may  therefore  be  expected  to  employ  the  variable 
agents  beyond  the  point  of  lowest  total  unit  cost,  since  the  largest 
volume  of  profits  can  be  made  only  by  extending  production 
in  the  various  plants  until  the  marginal  cost  equals  the  selling 
price.  At  this  point  the  total  unit  cost  will  be  somewhat 
raised,  but  the  higher  cost  will  be  more  than  offset  by  the 
larger  volume  of  sales.  So  long  as  the  marginal  cost  is  below 
the  selling  price,  every  addition  to  output  will  add  something 
to  the  total  volume  of  profits.  The  net  profits  are  largest,  as 
the  columns  in  Table  IV  show,  at  the  point  where  the  mar¬ 
ginal  cost  is  equal  to  the  selling  price.2 

These  principles  can  perhaps  be  illustrated  more  clearly  by 
the  aid  of  diagrams.  In  our  tables  we  illustrated  our  principles 

1  The  price  per  unit  is  $1.10. 

2  At  this  point  the  student  should  calculate  the  marginal  unit  cost.  This  he  can 
do  by  dividing  the  cost  of  the  added  variable  agents  (5th  column  in  Table  IV)  by 
the  physical  product  added  by  the  last  increment  of  variable  agents  (3d  column  in 
Table  IV).  This  calculation  will  show  that  the  marginal  unit  cost  is  $1.10  ($1,095) 
at  the  point  of  highest  total  profit. 
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by  showing  how  the  output  is  affected  by  large  changes  in  the 
quantity  of  variable  agents  used.  We  jumped  from  10  units 
of  variable  agents  to  20  units,  from  20  to  30,  and  so  on.  The 
tables  therefore  con¬ 
sist  of  discontinuous 
series.  In  the  dia¬ 
grams,  however,  the 
series  are  continuous, 
and  we  can  therefore 
measure  how  much 
the  cost  is  affected 
by  minute  changes 
in  the  output  result¬ 
ing  from  the  applica¬ 
tion  of  an  increasing 
quantity  of  variable 
agents.1 

In  Fig.  2  four  cost  curves  are  represented.  CC  represents 
the  cost  per  unit  of  output  in  terms  of  the  constant  agents. 


1  See  Alvin  H.  Hansen’s  "  Prime  Costs  in  the  Business  Cycle,”  Journal  of  Political 
Economy,  February,  1924. 

2  The  following  table  supplies  the  numerical  data  from  which  Fig.  2  is  drawn  : 


A 

B 

C 

D 

E 

F 

G 

H 

I 

Constant 

Variable 

Total 

Marginal 

Marginal 

Total 

Total 

Total 

Cost  per 

Cost  per 

Cost  per 

Cost  per 

Cost  per 

Output 

Constant 

Variable 

Cost 

Unit  of 

Unit  of 

Unit  of 

10  Units 

Unit  of 

Cost 

Cost 

Output 

Output 

Output 

of  Output 

Output 

10 

400 

550 

950 

40.0 

55.0 

95.0 

20 

400 

800 

1200 

20.0 

40.0 

60.0 

250 

25 

30 

400 

990 

1390 

13.3 

33.0 

46.3 

190 

19 

40 

400 

1240 

1640 

10.0 

31.0 

41.0 

250 

25 

50 

400 

1600 

2000 

8.0 

32.0 

40.0 

360 

36 

60 

400 

2100 

2500 

6.7 

35.0 

41.7 

500 

50 

70 

400 

2800 

3200 

5.7 

40.0 

45.7 

700 

70 

Columns  A,  B,  and  C  are  assumed.  Column  D  is  obtained  by  adding  B  and  C.  Column  E  is 
obtained  by  dividing  B  by  A.  Column  F  is  derived  by  dividing  C  by  A.  Column  G  is  obtained 
by  adding  E  and  F.  The  first  item  of  column  H  is  obtained  by  subtracting  the  first  item  of  C 
from  the  second  item  of  C ;  the  second  item  of  H  is  derived  by  subtracting  the  second  item  of 
C  from  the  third  item  of  C;  and  so  on.  Column  I  is  the  same  as  column  H  reduced  from  a 
10-unit  scale  to  a  single-unit  scale,  on  the  assumption  that  if  the  marginal  cost  of  10  units  is 
250,  the  marginal  cost  of  one  unit  will  be  25 ;  this  is  not  strictly  true,  since  the  marginal  cost  of 
each  of  the  10  units  is  not  the  same,  but  the  error  involved  is  not  great. 
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The  larger  the  output  the  lower  is  the  share  of  the  constant 
cost  attributable  to  any  one  unit  of  product.  VV  represents 
the  cost  per  unit  of  output  in  terms  of  the  variable  agents. 
It  will  be  noted  that  this  curve  at  first  falls  until  the  point  of 
diminishing  average  returns  is  reached,  after  which  it  rises. 
TT  represents  the  total  unit  cost.  It  is  derived  by  adding  the 
per  unit  constant  cost  to  the  per  unit  variable  cost  for  any 
given  quantity  of  output.  This  can  readily  be  seen  by  in¬ 
specting  the  diagram.  At  the  output  of  40  units,  for  ex¬ 
ample,  the  per  unit  constant  cost  is  10,  while  the  per  unit 
variable  cost  is  31.  The  total  unit  cost  is  therefore  41.  Simi¬ 
larly  at  the  output  of  50  units  the  per  unit  constant  cost  is  8 
and  the  per  unit  variable  cost  is  32,  making  the  total  unit 
cost  40.  MM  represents  the  marginal  cost,  or  the  added  cost 
incurred  in  producing  the  last  increment  of  product.  An 
examination  of  the  diagram  will  show  that  MM  intersects 
VV  at  the  point  of  lowest  average  cost  of  the  variable  agents ; 
that  is,  at  the  point  of  diminishing  average  returns.  This 
necessarily  follows  from  the  fact  that  so  long  as  the  marginal 
cost  is  below  the  average  unit  cost  in  terms  of  the  variable 
agents,  any  addition  to  the  output  reduces  the  per  unit  vari¬ 
able  cost.  On  the  other  hand,  as  soon  as  the  marginal  cost 
reaches  the  average  variable  cost,  any  further  increase  in 
output  resulting  from  additional  applications  of  the  variable 
agents  will  raise  the  average  variable  costs.  Therefore  MM 
necessarily  intersects  VV  at  its  lowest  point.  It  will  also  be 
noticed  that  MM  intersects  TT  at  its  lowest  point.  This 
necessarily  follows  from  the  fact  that  so  long  as  the  marginal 
cost  is  below  the  total  unit  cost,  each  addition  to  output 
lowers  the  total  unit  cost,  whereas  if  the  marginal  cost  exceeds 
the  total  unit  cost,  every  addition  to  output  increases  the  total 
unit  cost. 

As  we  have  already  shown,  marginal  firms  may  be  expected 
to  expand  production  under  thtT  pressure  of  competition  to 
the  point  of  lowest  total  unit  cost,  but  no  farther.  This  low¬ 
est  total  unit  cost  for  marginal  firms  tends  by  competition  to 
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become  the  prevailing  price.  Superior  firms  will  be  able  to 
produce  at  a  lower  total  unit  cost.  But  superior  firms  will 
tend  to  expand  production  beyond  the  point  of  lowest  total 
unit  cost.  As  was 


shown  in  Table  IV, 
they  can  profitably 
expand  production 
until  the  marginal 
cost  equals  the  sell-’ 
ing  price.  The  result 
of  this  expanded  pro¬ 
duction  will  be  to 
raise  the  total  unit 
cost  somewhat,  but 
the  higher  cost  will 
be  more  than  offset 
by  the  larger  volume 
of  business.  In  other  words,  it  is  clear  that  so  long  as  the 
marginal  cost  is  below  the  selling  price,  every  addition  to  out- 
put  wilLadd  something  to  the  total  volume  of  profits.  Beyond 
this  point  it  would  be  unprofitable  to  go,  since  the  cost  of 
the  additional  output  would  exceed  its  value.  These  points 
are  illustrated  in  Fig.  3. 

There jadll-be  a  tendency,  therefore,  for  both  marginal  and 


Fig.  3 1 


1  The  following  table  supplies  the  numerical  data  from  which  Fig.  3  is  drawn. 
For  the  manner  in  which  these  columns  are  obtained  see  footnote  2  on  page  69. 
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Total 
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Output 
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Output 

Total 
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Output 

Marginal 
Cost  per 
10  Units 
of  Output 

Marginal 
Cost  per 
Unit  of 
Output 

10 

360 

500 

860 

36.0 

50.0 

86.0 

20 

360 

720 

1080 

18.0 

36.0 

54.0 

220 

22 

30 

360 

900 

1260 

12.0 

30.0 

42.0 

180 

18 

40 

360 

1120 

1480 

9.0 

28.0 

37.0 

220 

22 

50 

360 

1450 

1810 

7.2 

29.0 

36.2 

330 

33 

60 

360 

1920 

2280 

6.0 

32.0 

38.0 

470 

47 

70 

360 

2520 

2880 

5.1 

36.0 

41.1 

600 

60 
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superior  firms  to  continue  to  add  variable  agents  until  the 
marginal  cost  equals  the  selling  price.  For  the  marginal  entre¬ 
preneurs  this  will  coincide  with  the  point  of  lowest  total  unit 
cost.  For  superior  entrepreneurs  this  point  will  beTjbeyond 
the  lowest  total  unit  cost.  However,  the  total  unit  cost  for 
superior  entrepreneurs  at  the  point  of  maximum  profit  will  be 
more  or  less  below  the  selling  price,  depending  on  the  degree 
of  superiority. 

Our  superior  entrepreneur  will  no  doubt  be  able  to  utilize 
effectively  a  larger  fixed  plant  (either  in  the  form  of  a  larger 
factory  or  more  factories)  than  the  marginal  entrepreneur 
can  successfully  control.  In  other  words,  he  will  not  only 
utilize  his  fixed  plant  more  intensively  (by  the  employment 
of  more  variable  agents)  but  he  will  also  tend  to  utilize  his 
own  entrepreneurship  more  intensively.  But  entrepreneurial 
capacity  is  itself  a  limited  factor;  and  as  more  and  more 
plants  are  added,  the  point  will  at  last  be  reached  at  which 
it  will  not  be  economical  to  take  on  any  more  plants.  This 
leads  us  to  the  subject  of  large-scale  production  and  large- 
scale  management. 

Large-Scale  Production.  We  are  now  prepared  to  explain 
more  fully  the  principles  that  determine  the  size  of  an  estab¬ 
lishment,  to  answer  the  question  why  large-scale  production 
prevails  in  some  industries  while  in  other  industries  the  small- 
scale  plant  prevails.  We  must  distinguish  sharply  between 
two  things  that  are  likely  to  be  confused :  (1)  the  size  of  the 
firm ;  (2)  the  size  of  the  plant.  We  may  have  two  types  of 
large  firms :  one,  the  firm  owning  many  small  establishments, 
such  as  the  chain  stores  or  the  chain  restaurants ;  the  second, 
the  firm  owning  one  or  more  large-scale  plants  or  establish¬ 
ments.  There  are  two  tests  for  determining  whether  a  plant 
is  operating  on  a  large  scale.  It  may  be  a  large  establishment 
because  of  the  large  amount  of  capital  invested,  though  the 
number  of  wage-earners  may  be  small.  An  example  of  this 
type  is  the  modern  giant  flour  mill,  employing  expensive 
equipment  but  relatively  few  wage-earners.  On  the  other 
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hand,  if  a  large  number  of  wage-earners  are  employed,  the 
establishment  will  be  considered  a  large  one,  even  though 
relatively  little  capital  is  invested.  An  example  may  be  found 
in  the  manufacture  of  cheap  jewelry,  such  as  decorative  pins 
and  collar  buttons.  Occasionally  there  are  small  plants,  such 
as  butter  factories,  that  have  no  large  total  investment  of 
capital  but  nevertheless  a  relatively  large  amount  per  laborer. 
Usually,  however,  plants  that  have  a  heavy  investment  per 
laborer  are  large-scale. 

There  are  a  number  of  questions  that  require  answers : 

(1)  What  determines  the  size  of  the  fixed  equipment? 

(2)  What  determines  the  amount  of  labor  and  materials  that 
will  be  utilized  with  this  fixed  equipment?  (3)  What  deter¬ 
mines  the  number  of  plants  that  will  be  brought  under  the 
management  of  a  single  firm  ?  We  shall  consider  each  of  these 
in  the  order  named. 

The  size  of  the  fixed  equipment  depends  upon  the  extent 
of  the  market ;  the  advance  of  the  arts  in  that  particular  in¬ 
dustry,  —  that  is,  inventions  and  technical  processes ;  and 
the  supply  of  available  capital.  The  modern  giant  flour  mill 
would  be  impossible  in  a  society  in  which  the  market  was 
limited  to,  say,  a  hundred  thousand  people.  Even  though  the 
inventions  had  been  made  and  large-scale  processes  were  well 
known,  it  would  not  be  economical  to  build  such  a  huge  plant 
unless  the  market  were  large  enough  to  utilize  fully  the  fixed 
equipment.  It  was  improvements  in  transportation,  particu¬ 
larly  the  railroad,  that  widened  the  market  and  made  possible 
large-scale  production.  Granted  the  availability  of  an  ex¬ 
tensive  market,  the  size  of  the  fixed  plant  will  depend  in  part 
upon  the  technical  conditions  prevailing  in  the  industry.  The 
market  for  farm  products  is  world  wide,  yet  farms  remain 
relatively  small  because  the  technical  conditions  in  the  in¬ 
dustry  are  such  that  small-scale  farming  is  more  economical. 
The  same  is  true  of  cigar  manufacturing  —  at  least,  of  the 
better-grade  cigars.  In  some  industries  the  technical  condi¬ 
tions  are  such  that  only  a  large-scale  plant  can  succeed  at  all. 
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This  is  true,  for  example,  in  the  steel  industry.  On  the  other 
hand,  in  the  packing  industry  we  have  the  huge  packing  plants 
at  one  extreme  and  the  small  country  abattoir  at  the  other. 
The  large  packing  plant  is  based  upon  intensive  division  of 
labor  and  not  upon  technical  processes  requiring  elaborate 
machinery.  Finally,  large-scale  industry  is  impossible  in  a 
country  which  does  not  have  sufficient  capital. 

The  census  of  manufactures  indicates  than  in  many  indus¬ 
tries  there  is  wide  variation  in  the  size  of  the  establishments. 
This  is  partly  due  to  the  broad  classifications  used  by  the 
census.  Thus  all  kinds  of  shoe  factories  are  included  under  the 
heading  "boots  and  shoes”  —  those  producing  high-grade 
custom-made  shoes  as  well  as  those  producing  cheap  stand¬ 
ardized  shoes.  The  former  are  made  in  smaller  plants,  the 
latter  in  large  factories.  But  even  where  there  are  no  such 
quality  grades,  there  is  sometimes  wide  variation  in  the  size  of 
the  establishment.  In  some  industries,  however,  small  plants 
are  nonexistent,  being  completely  unable  to  compete.  Table  V 
gives  the  distribution  of  a  number  of  industries  as  to  size  of 
establishments  measured  by  the  number  of  wage-earners  em¬ 
ployed.  Only  a  few  selected  industries  are  given,  in  order  to 
illustrate  certain  points.  Group  I  includes  industries  in  which 
large-scale  establishments  prevail.  In  these  industries  small 
establishments  cannot  survive.  They  are  all  industries  that 
require  much  capital  and  a  large  investment  in  fixed  plant. 
Group  II  includes  industries  that  range  all  the  way  from  small 
plants  to  huge  establishments,  but  the  large-scale  establish¬ 
ments  predominate.  Small  establishments  survive,  but  they 
cut  little  figure  in  the  total. 

Group  III  includes  industries  which  have  all  sorts  of  estab¬ 
lishments,  but  the  medium-sized  establishment  prevails. 
Group  IV  also  includes  industries  that  have  establishments  of 
all  sizes,  but  the  smaller  establishments  predominate.  They 
are  industries  in  which  special  machine  processes  of  a  large- 
scale  sort  are  not  greatly  superior.  Labor  and  management 
are  more  important  than  any  special  kind  of  capital  equipment. 
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Group  V  includes  those  industries  which  have  no  establish¬ 
ments  of  huge  size.  Frequently  they  are  industries  which  are 
tied  down  to  local  and  restricted  markets,  or  they  are  indus¬ 
tries  in  which  the  technical  processes  are  relatively  simple,  re¬ 
quiring  little  machinery,  and  in  which  labor  or  management 
or  both  are  of  much  greater  importance  than  capital. 


Table  V.  Number  of  Wage-Earners,  in  Thousands 


Small 

Establish¬ 

ments 

(1-20 

Wage- 

Earners) 

Medium 

Establish¬ 

ments 

(21-100 

Wage- 

Earners) 

Large 

Establish¬ 

ments 

(101-500 

Wage- 

Earners) 

Very  Large 
Establish¬ 
ments 
(over  500 
Wage- 
Earners) 

Group  I 

Automobiles . 

0.6 

5.0 

23.4 

181.6 

Cotton  goods . 

1.1 

17.9 

146.0 

265.9 

Glass . 

0.3 

7.8 

42.0 

27.4 

Steel  work  and  rolling  mills  .  . 

0.2 

4.8 

55.0 

315.1 

Watches . 

0.0 

0.2 

1.3 

14.4 

Group  II 

Agricultural  implements  .  .  . 

1.6 

5.2 

14.7 

32.9 

Automobile  bodies  and  parts  . 

9.4 

18.1 

29.5 

75.5 

Boots  and  shoes . 

3.3 

25.9 

99.9 

82.5 

Railroad  cars  and  repairs  .  . 

3.0 

27.4 

150.7 

303.3 

Slaughtering  and  meat-packing 

4.7 

11.1 

13.3 

121.8 

Soap . 

1.2 

1.9 

4.8 

12.5 

Tobacco  . 

0.7 

2.3 

5.2 

10.1 

Group  III 

Chewing  gum . 

0.3 

0.8 

1.3 

0.8 

Men’s  clothing . 

24.7 

61.1 

51.0 

36.4 

Coniectionery  and  ice  cream  . 

19.0 

27.0 

34.3 

15.5 

Foundry  and  machine-shop 

products . 

42.0 

116.7 

191.8 

132.3 

Furniture . 

10.2 

50.8 

57.8 

19.5 

Knit  goods  . 

6.8 

35.3 

80.4 

50.1 

Cigars  and  cigarettes  .... 

19.6 

28.3 

52.6 

38.2 

Group  IV 

Bread  and  bakery  products  .  . 

66.7 

26.8 

31.6 

16.4 

Carriages  and  wagons  .... 

5.9 

5.7 

4.8 

1.8 

Flour-mill  and  grist-mill  prod- 

ucts . 

20.8 

13.4 

8.1 

3.2 

Women’s  clothing . 

45.8 

86.0 

31.4 

2.4 

Jewelry . 

7.8 

13.2 

8.8 

1.1 

Group  V  .  .  .  . 

0.0 

Automobile-repairing  .... 

43.8 

8.3 

3.0 

Butter . 

10.0 

5.6 

2.0 

0.0 
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.  We  have  discussed  the  conditions  that  determine  the  size 
of  the  fixed  equipment.  We  turn  now  to  our  second  problem. 
The  amount  of  labor  and  materials  that  can  profitably  be  em¬ 
ployed  in  any  marginal  establishment  will  be  that  amount  of 
labor  and  materials  which  will  yield  the  lowest  total  cost  per 
unit  of  output.  This  point  depends  fundamentally  upon  the 
law  of  diminishing  returns,  as  explained  in  the  first  part  of 
this  chapter.  Were  it  not  for  the  fact  that  as  more  and  more 
labor  1  is  added  to  the  fixed  plant  the  point  of  diminishing 
product  per  unit  of  labor  is  reached,  there  would  be  no  limit 
to  the  number  of  laborers  that  might  be  employed  in  any  given 
plant.  Because  of  the  law  of  diminishing  returns  there  is  in 
every  establishment  a  point  of  lowest  total  cost  per  unit  of 
output,  or  it  may  be  that  there  is  a  considerable  range  within 
which  the  total  unit  cost  is  approximately  constant.  This  area 
or  point  of  lowest  total  unit  cost  will  generally  be  beyond  the 
point  of  lowest  unit  cost  in  terms  of  labor  alone.  So  long  as 
the  labor  cost  per  unit  of  output  rises  less  rapidly  than  the 
fixed  capital  costs  per  unit  of  output  decline,  —  and  they  will 
of  course  decline  with  every  increase  in  output,  —  the  total 
unit  cost  will  continue  to  fall.  But  the  point  of  lowest  total 
unit  cost  will  vary  with  the  price  paid  for  labor,  as  com¬ 
pared  with  the  capital  costs.  If  wages  are  relatively  low,  more 
laborers  can  be  added  before  the  point  of  lowest  total  unit 
cost  is  reached.  Let  us  revert  for  the  moment  to  Table  III. 
Suppose  the  cost  of  the  variable  agents  is  $25  per  unit  instead 
of  $100 ;  then  the  cost  per  unit  of  output  in  terms  of  the  vari¬ 
able  agents  will  be  just  one  fourth  as  much  as  given  in  the 
table.  The  total  unit  cost  will  then  be  lowest  when  60  units 
of  variable  agents  are  employed  instead  of  50,  as  given  in  the 
table.  If,  however,  wages  become  relatively  high  compared 
with  capital  and  other  fixed  or  overhead  costs,  the  point  of 
lowest  total  unit  cost  will  be  reached  sooner  and  less  labor  can 
profitably  be  employed  in  any  given  establishment. 

1  We  are  centering  our  attention  here  upon  labor  as  the  primary  variable  agent. 
There  will  of  course  be  other  variable  agents  also. 
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If  for  any  reason  the  selling  price  of  the  commodity  rises, 
more  labor  can  profitably  be  employed.  Thus  during  the  war 
period,  when  prices  were  rising,  establishments  sought  to  in¬ 
crease  output  by  hiring  more  labor.  This  was  done  even 
though  there  was  no  addition  to  the  capital  equipment.  More 
labor  could  profitably  be  employed  so  long  as  the  additional 
wage  bill  did  not  exceed  the  value  of  the  product  added  by  the 
more  intensive  utilization  of  the  fixed  equipment. 

But  the  firm  may  continue  to  expand  even  though  the  plant 
has  reached  the  most  efficient  size.  It  may  build  additional 
plants  of  equal  size  and  efficiency.  Certain  advantages  may 
follow  from  this  procedure :  (1)  Freight  charges  may  be  con¬ 
siderably  reduced  by  having  plants  located  in  different  parts 
of  the  country.  (2)  Selling  expenses  may  be  reduced,  for  the 
greater  the  volume  of  sale  the  lower  is  the  per  unit  cost  of 
national  advertising  and  of  salesmanship.  (3)  A  large  firm  can 
generally  secure  capital  and  credit  more  easily  and  on  more 
favorable  terms.  (4)  A  large  firm  can  frequently  buy  its  ma¬ 
terials  on  more  advantageous  terms.  (5)  A  large  firm  can 
institute  a  single  research  establishment  which  will  function 
for  the  several  scattered  plants.  A  striking  example  of  this 
may  be  found  in  the  case  of  the  General  Motors  Company, 
whose  research  and  experimental  department  is  utilized  for  all 
the  General  Motors  cars  —  the  Chevrolet,  Oldsmobile,  Pon¬ 
tiac,  Oakland,  Buick,  and  Cadillac. 

But  there  are  limits  to  the  economical  expansion  of  a  firm 
in  any  line  of  business.  Management  in  a  large  firm  is  neces¬ 
sarily  distributed  through  a  hierarchy  of  officials.  Orders  are 
passed  down  through  various  grades  of  subordinates.  The  or¬ 
ganization  becomes  unwieldy  and  top-heavy.  Red  tape  super¬ 
sedes  personal  supervision  and  attention.  The  large  business 
unit  faces  at  last  the  obstacle  of  the  law  of  diminishing  returns 
on  entrepreneurship,  and  the  point  is  at  last  reached  at  which 
it  will  be  uneconomical  to  add  another  plant.  Thus  in  most 
industries  it  is  impossible  for  one  business  to  expand  until  it 
occupies  the  whole  field. 
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It  must  not  be  supposed  that  business  men  are  always 
clearly  aware  as  to  what  constitutes  the  most  efficient  size 
either  of  an  individual  plant  or  of  the  business  as  a  whole. 
But  that  there  is  a  most  efficient  size  both  of  plant  and  of 
business  unit  cannot,  be  doubted.  It  is  a  case  of  the  survival 
of  the  fit.  Many  a  business  has  been  forced  into  bankruptcy 
by  expanding  beyond  the  limits  of  economy  and  efficiency. 
No  doubt  a  business  unit  frequently  continues  to  increase  the 
size  of  its  plant  as  long  as  the  market  is  expanding.  But  such 
ill-considered  growth  will  sooner  or  later  lead  to  trouble.  Such 
a  firm  is  likely  to  find  that  smaller  competitors  with  less  top- 
heavy  and  unwieldy  organizations  are  producing  at  lower  cost. 
But  it  is  not  easy  for  businesses  to  stop  growing  when  the 
most  efficient  size  has  been  reached.  The  efficient  concern  is 
likely  to  grow ;  thus  it  may  be  big  because  it  is  efficient,  and 
not  vice  versa.  There  is,  however,  danger  of  becoming  too  big. 
Hence  businesses  tend  to  pass  from  youth  to  maturity  and 
thence  to  old  age  and  final  dissolution.  Younger  and  more 
efficiently  managed  businesses  take  their  places. 

CONCLUSIONS 

1.  The  law  of  diminishing  returns  affects  (1)  the  entrepreneur’s 
combination  of  employed  agents,  (2)  the  size  of  the  business. 

2.  The  most  economical  combination  is  beyond  the  point  of  dimin¬ 
ishing  average  returns. 

3.  The  marginal  entrepreneur  will  add  variable  agents  until  the 
lowest  total  cost  per  unit  of  output  is  reached. 

4.  The  superior  entrepreneur  will  add  variable  agents  beyond  the 
point  of  lowest  total  cost  per  unit  of  output. 

5.  All  entrepreneurs  will  continue  to  add  variable  agents  as  long  as 
these  added  agents  more  than  pay  for  themselves. 

6.  The  size  of  a  single  plant  depends  upon  (1)  the  market,  (2)  cur¬ 
rent  technical  processes,  (3)  the  supply  of  capital. 

7.  The  size  of  the  firm  depends  upon  the  number  of  plants  that  can 
economically  be  operated  under  the  directive  control  of  a  single  man¬ 
agement.  Here  also  the  law  of  diminishing  returns  operates. 
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PROBLEMS  FOR  DISCUSSION 

1.  In  a  period  of  intense  business  prosperity  all  firms  tend  to  expand 
beyond  the  point  of  lowest  total  unit  cost,  but  not  beyond  the  point 
at  which  the  marginal  cost  is  equal  to  the  selling  price.  Explain  fully. 

2.  New  businesses  tend  to  be  in  a  stage  of  decreasing  cost ;  that  is, 
an  increase  in  output  would  result  in  lower  total  unit  cost.  Show  why 
this  is  the  case. 

3.  The  railroad  business  as  a  rule  tends  to  be  in  the  stage  of  decreas¬ 
ing  cost.  What  is  the  reason  for  this  ? 

4.  "We  ought  to  force  marginal  entrepreneurs  out  of  business  in 
order  that  all  our  factors  of  production  may  be  employed  by  superior 
entrepreneurs.  Thus  we  would  greatly  increase  the  total  national  pro¬ 
duction.”  Criticize. 

5.  "  The  Ford  Motor  Company  illustrates  the  point  that  there  is  no 
limit  to  the  advantages  to  be  gained  from  large-scale  production.” 
Criticize. 

6.  "The  larger  plants  are  bound  to  drive  the  smaller  ones  out  of 
business  sooner  or  later,  and  so  in  the  end  the  tendency  will  be  for  one 
huge  company  to  monopolize  the  field  in  each  industry.”  Criticize. 

7.  "When  the  market  is  very  small,  no  person  can  have  any  en¬ 
couragement  to  dedicate  himself  entirely  to  one  employment,  for  want 
of  the  power  to  exchange  all  that  surplus  part  of  the  produce  of  his 
own  labour,  which  is  over  and  above  his  own  consumption,  for  such 
part  of  the  produce  of  other  men’s  labour  as  he  has  occasion  for.”  — 
Adam  Smith.  What  bearing  does  this  have  upon  large-scale  produc¬ 
tion  ?  What  is  the  relation  between  division  of  labor  and  large-scale 
production  ? 


CHAPTER  VI 


MARKETS  AND  THE  MARKETING  FUNCTION 
IN  PRODUCTION 

Definition  and  Classification  of  Markets.  The  term  "market” 
is  a  familiar  one  whose  general  meaning  requires  no  explana¬ 
tion.  If,  however,  we  examine  closely  the  usage  of  business 
and  of  everyday  conversation,  we  discover  that  the  term  in¬ 
cludes  three  fairly  distinct  concepts :  (1)  A  market  may  be 
thought  of  as  a  place  where  goods  are  bought  and  sold.  (2)  It 
is  also  thought  of  as  the  aggregation  of  interrelated  organiza¬ 
tions  whose  business  it  is  to  buy,  sell,  transport,  and  store  a 
given  sort  of  good.  (3)  Finally,  a  market  is  often  spoken  of  as 
the  sum  of  conditions  or  forces  that  play  upon  and  determine 
prices.  The  first  may  be  called  the  geographical,  the  second 
the  structural,  and  the  third  the  price-making  (or  "market- 
forces”)  concept  of  a  market. 

The  geographical  concept  usually  includes,  in  economic  dis¬ 
cussion,  something  more  than  the  layman  supposes.  Wheat 
has  a  market  in  every  hamlet  where  a  wheat-buyer  collects 
grain  from  farmers.  But  the  geographical  concept  of  the 
wheat  market  may  include  the  entire  world.  Hence  we  fre¬ 
quently  hear  it  said  that  Liverpool,  which  is  the  most  im¬ 
portant  European  port  for  buying  and  selling  wheat,  is  a 
world  market  for  wheat.  By  this  statement  it  is  meant  that 
Liverpool,  because  of  its  importance,  is  the  place  on  which  the 
great  dealers  in  wheat  center  their  attention.  Strictly  speak¬ 
ing,  however,  there  is  no  world  market  for  wheat,  but  only  a 
large  number  of  related  or  linked  markets  which  center  in 
Liverpool.  To  prove  this  we  have  only  to  consider  that  wheat 
might  sell  at  Liverpool  on  a  certain  day  for  the  equivalent  in 
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American  money  of  two  dollars  a  bushel,  while  in  other  parts 
of  the  world  a  variety  of  prices  were  paid,  because  of  inter¬ 
ference  with  freedom  of  trade  by  tariffs  and  because  of  costs  of 
transportation,  storage,  and  cleaning,  which  must  necessarily 
be  incurred  before  the  grain  could  be  delivered  in  England. 

The  stnicturaiTQncept  emphasizes  the  business  organization 
of  the  market.  A  simple  type  of  organization  is  exemplified  by 
the  markets  for  farm  produce,  which  are  still  found  in  many 
cities  and  in  which  the  growers  of  vegetables  and  small  fruits 
daily  offer  for  sale  the  products  of  their  gardens.  Usually  very 
little  physical  equipment  is  required  for  this  market  — 
merely  a  shed  or  rough  building  in  which  the  sellers  may  dis¬ 
play  their  products.  To  this  place  the  local  grocers,  and  fre¬ 
quently  even  consumers,  resort  to  lay  in  their  daily  supplies. 
There  are  no  specialists,  no  accurate  grading  of  products,  and 
no  service  for  keeping  buyers  and  sellers  informed  as  to  the 
prices  that  are  being  paid  for  the  same  commodity  in  different 
parts  of  the  building.  Neither  is  there  any  service  for  reporting 
the  amounts  purchased  at  different  prices  each  day  and  the 
amounts  likely  to  be  available  on  any  succeeding  day. 

At  the  opposite  extreme  from  the  local  farmers’  market  are 
the  great  produce  exchanges  for  grain,  cotton,  and  wool.  In 
the  United  States  wheat  is  purchased  from  the  growers  by  a 
multitude  of  local  buyers  who  clean,  grade,  store,  and  ship  to 
larger  buyers  or  warehousemen  in  the  central  markets,  such 
as  Kansas  City,  Chicago,  and  Minneapolis.  The  railroads 
carry  the  product  and  deliver  it  to  the  central  markets,  where 
it  is  purchased  by  millers,  by  speculators,  or  by  large  elevator 
companies.  In  these  markets  the  sales  are  made  in  the  grain 
exchanges  by  brokers  who  are  specialists  in  dealing  in  wheat. 
Elaborate  services  are  maintained  for  keeping  both  buyers  and 
sellers  informed  as  to  the  size  of  crops  in  all  parts  of  the 
world,  the  amount  of  the  visible  —  that  is,  readily  available 
supply,  world  demand,  and  current  sales.  These  informa¬ 
tional  services  are  kept  up  by  private  agencies  and  by  govern¬ 
ments.  The  trading  in  any  given  exchange  is  so  centralized 
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that  every  trader  can  ascertain  almost  immediately  how  much 
of  each  grade  of  wheat  is  being  bought  as  well  as  the  price  on 
each  transaction. 

The  third  concept  of  a  market  is  much  broader  than  either 
of  the  other  two.  It  is  also  more  abstract.  The  geographical 
area  over  which  buyers  and  sellers  are  in  close  relationship 
is  easily  visualized.  So,  too,  is  the  concept  of  the  market  as 
a  group  of  interrelated  business  organizations  dealing  in  the 
same  commodity  at  the  different  stages  of  its  progress  from 
the  primary  producer  to  the  consumer.  But  market  forces  are 
not  always  concrete  things.  They  are  conditions,  facts,  andre^ 
lationships.  Yet  for  the  central  problem  of  economics  —  price¬ 
making  —  this  concept  is  more  important  than  either  of  the 
other  two.  For  example,  when  wheat  sells  for  $1  a  bushel 
in  Chicago  on  a  certain  day,  and  six  months  later  for  $1.20, 
it  would  be  futile  to  look  to  either  the  geography  of  the  mar¬ 
ket  or  its  structure  for  the  explanation  of  the  change  in  price. 
In  practically  every  instance  a  variation  of  price  is  found  to 
result  from  a  variation  of  one  or  more  of  the  forces  which 
control  price-making.  Perhaps  the  rise  will  have  been  due 
to  a  report  of  unfavorable  weather  in  Argentina,  to  a  threat 
of  war  in  Europe,  or  to  better  business  conditions  in  the 
United  States. 

The  Variabilitv,jOf  Price-Making  Forces.  The  forces  which 
affect  the  making  of  price  are  not  the  same  for  all  commodi¬ 
ties.  On  the  demand  side  we  find  that  some  commodities  are 
wanted  for  human  consumption  in  their  existing  forms ;  others 
are  wanted  as  aids  in  production.  For  some  the  consumer  has 
a  relatively  stable  demand,  and  for  others  his  demand  is  fickle. 
On  the  supply  side  there  are  likewise  a  large  number  of  dif¬ 
ferent  forces.  The  supplies  of  agricultural  commodities  are 
affected  by  weather,  by  the  prevalence  or  nonprevalence  of 
pests  and  plant  diseases,  by  the  money  return  that  the  farmers 
can  get  from  Qther  crops,  by  the  supply  of  farm  labor,  and 
so  on.  The  supply  of  steel,  on  the  other  hand,  is  not  affected 
by  conditions  governing  biologic  growth,  but  it  is  affected  by 
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the  cost  of  coal,  the  efficiency  of  transport,  and  other  condi¬ 
tions  which  either  do  not  affect  the  supply  of  wheat  or  affect 
it  to  a  smaller  extent.  Both  wheat  and  steel  differ  from  cer¬ 
tain  consumable  commodities  in  that  the  demand  for  them 
is  not  affected  very  directly  by  fad,  whim,  and  the  vagaries  of 
demand  that  appear  in  the  market  for  consumers’  goods. 

As  a  rule  commodities  which  can  be  easily  graded  and 
therefore  easily  described,  such  as  wheat,  can  be  sold  over 
wide  market  areas,  whereas  those  which  cannot  be  so  graded 
cannot  be  sold  over  so  wide  an  area.  Or  at  least  the  buyers 
and  sellers  cannot  deal  with  each  other  by  letter,  telephone, 
and  telegraph.  Furthermore,  the  commodity  which  is  sold 
over  a  wide  market  must,  as  has  been  said,  be  easily  trans¬ 
portable,  and  it  jnust  be  something  that  enters  into  trade  in 
a  multitude  of  ways  or  that  is  widely  consumed.  When  a 
wide  market  exists,  it  pays  those  who  deal  in  the  commodity 
to  specialize ;  and  it  is  likewise  profitable  to  build  up  systems 
of  communication  which  put  dealers  over  larger  areas  in  touch 
with  each  other.  Such  markets  are  said  to  be  well  organized, 
and  within  them  the  goods  dealt  in  tend  to  uniformity  of  price. 
For  some  goods,  such  as  old  dwellings,  the  market  is,  outside 
large  cities,  very  poorly  organized.  Houses  cannot  be  classi¬ 
fied,  and  each  buyer  has  a  somewhat  different  notion  of  what 
constitutes  desirable  qualities. 

Finally,  we  must  distinguish  jmarkets.  in  which  both  buyers 
and  sellers  are  producers  in  the  ordinary  meaning  of  the  word, 
or  at  least  dealers,  from  markets  in  which  only  the  sellers  are 
producers  or  dealers  and  the  buyers  are  consumers.  The  for¬ 
mer  are  called  producers’  markets  and  the  latter  consumers’ 
markets.  In  the  latter  only  consumable  commodities  are  sold, 
whereas  in  the  former  the  consumable  commodities  as  well  as 
raw  materials  and  technical  products  are  dealt  in. 

The  contrast  between  producers’  and  consumers’  markets  is 
great  even  when  we  limit  our  examination  to  consumable  goods. 
Producers’  markets  are  usually  better  organized,  the  buyers 
have  more  competence  to  judge  the  quality  of  the  things 
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they  buy,  the  force  of  competition  is  stronger,  and  the  force 
of  custom  and  habit  is  weaker  than  where  the  consumer  is 
the  buyer.  The  consumer  buys  for  his  personal  satisfaction 
and  for  the  satisfaction  of  his  immediate  family ;  his  only 
criterion  for  judging  whether  a  good  is  worth  the  price  asked 
for  it,  when  this  price  is  common  throughout  the  market,  is 
his  subjective  estimate  of  the  satisfaction  he  and  his  family  are 
likely  to  derive  from  it.  Although  consumption,  and  not  pro¬ 
duction,  is  rightly  said  to  be  the  ultimate  object  of  all  economic 
activity,  the  art  of  choosing  consumption  goods  intelligently 
and  of  utilizing  them  efficiently  is,  by  contrast  with  business 
activities,  extremely  undeveloped.  The  buyer  in  the  con¬ 
sumers’  market  is  not  an  expert,  and  he  cannot  have  the  same 
knowledge  either  of  the  quality  and  serviceability  of  goods  or 
of  competitive  prices  as  the  dealer  from  whom  he  buys.  Hence 
the  advantage  in  bargaining  is  mostly  with  the  latter.  In  the 
producers’  market,  on  the  other  hand,  the  buyer  and  the  seller 
stand  on  a  nearly  equal  footing  in  bargaining  power  and  in 
knowledge  of  facts  relevant  to  the  transactions  into  which 
they  enter. 

Hence  it  is  not  surprising  to  find  that  competition  works 
more  efficiently  in  the  producers’  markets  and  that  uniform¬ 
ity  of  price  for  goods  of  equal  serviceability  to  the  dealer  is 
much  more  common  than  is  uniformity  of  price  for  equal 
goods  in  the  consumers’  market.  If  one  goes  from  shop  to 
shop  in  the  retail  markets  in  a  large  city,  he  will  usually  find 
some  variation  in  the  prices  at  which  even  standardized  ar¬ 
ticles  are  sold.  And  if  he  turns  to  articles  whose  demand 
is  greatly  affected  by  style,  the  variations  become  greater. 
To  a  certain  extent  each  store  has  its  own  customers,  its  own 
special  demand.  Each  is  a  somewhat  separate  market  for 
goods  plus  the  services  that  ordinarily  go  with  them. 

Yet  the  lack  of  price  uniformity  in  the  consumers’  market 
must  not  be  overstated.  Each  of  these  partially  distinct  mar¬ 
kets  is  related  to  other  markets.  One  store  cannot  go  too  far 
above  the  prices  of  its  competitors,  or  it  will  lose  its  patron- 
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age.  A  "most  common,”  or  ruling,  price  for  standardized 
goods  prevails,  and  even  for  style  goods  the  variations  are 
not  extremely  large  during  the  season  when  they  are  in  style. 
There  are  always  some  buyers  who  have  the  knowledge  of 
quality,  the  time  and  inclination  to  shop,  and  the  desire 
to  find  bargains,  which  enable  them  to  ferret  out  the  "best 
buys.”  They  shift  from  store  to  store  and  spread  the  news 
of  their  bargains  among  their  friends.  Thus  the  seller  is  com¬ 
pelled  to  keep  his  prices  nearly  in  line  with  those  of  his  com¬ 
petitors.  This  fact  is  so  well  recognized  that  many  merchants 
systematically  "shop”  competing  stores. 

The  phenomenon  of  related  markets  is  not  confined  to  com¬ 
petition  among  the  merchants  in  the  same  city.  Recent  inves¬ 
tigations  by  Professor  Secrist 1  have  shown  that  the  prices 
of  men’s  ready-to-wear  clothing  in  different  cities  over  a  large 
territory  are  related.  The  consumer  is  not  restricted  to  the 
stores  in  the  city  where  he  lives.  He  knows  about  prices  and 
qualities  in  other  places  through  personal  observation,  through 
reports  of  associates,  and  through  advertising.  If  he  believes 
that  prices  are  too  high  or  goods  not  in  style  in  the  local 
shops,  he  can  and  does  go  to  other  towns  or  cities  to  buy. 
And  since  any  group  of  buyers  may  have  the  opportunity  to 
buy  in  several  cities,  stores  in  different  places  tend  to  be  con¬ 
nected,  or  "linked,”  markets  in  somewhat  the  same  way  that 
the  wheat  markets  of  the  world  are  linked  markets.  But  the 
connection  is  far  looser  in  the  case  of  retail  markets,  and  in 
consequence  the  uniformity  of  price  is  far  less. 

It  would  be  an  error  to  suppose  that  the  tendency  of  prices 
in  different,  but  connected,  consumers’  markets  to  conform 
to  a  most  common  price  is  solely  the  result  of  the  activities 
of  the  relatively  small  body  of  consumers  who  shop  widely. 
Much  of  the  uniformity  that  exists  comes  from  the  pressure 
of  competition  among  the  dealers  themselves.  A  storekeeper 
is  not  compelled  to  remain  always  in  one  location  or  to  keep 
to  one  line  of  merchandise.  If  prices  rise  in  one  place  or  in 

1  The  Widening.  Retail  Market.  A.  W.  Shaw  Company,  Chicago. 
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one  line,  and  if  profits  rise  with  them,  competition  through 
the  establishment  of  rivals  is  likely  to  put  in  an  appearance. 
New  shops  will  be  set  up  by  men  just  starting  as  independent 
entrepreneurs  or  by  those  who  are  leaving  one  line  in  the  hope 
of  bettering  themselves  in  another.  Many  groups  of  grocery- 
men  have  found  in  recent  years  that  the  maintenance  of  high 
prices  or  poor  service  in  a  given  neighborhood  creates  a  favor¬ 
able  situation  for  the  establishment  of  a  branch  of  a  chain-store 
organization. 

Yet  in  spite  of  the  forces  that  tend  to  equalize  the  position 
of  buyer  and  seller  and  to  bring  about  uniformity  of  price 
the  operation  of  the  price-making  forces  is  different  in  the 
consumers’  market  from  what  it  is  in  the  producers’  market. 
And  to  some  extent  the  forces  themselves  are  different.  Con¬ 
venience,  pleasant  surroundings  and  pleasant  personal  rela¬ 
tions,  custom,  habit,  and  indifference  to  standards  of  efficiency 
are  much  more  potent  in  consumers’  than  in  producers’  mar¬ 
kets.  Moreover,  the  consumer  must  buy  for  personal  use  and 
rely  upon  his  own  subjective  estimates  for  testing  the  satis¬ 
factions  he  will  derive  from  goods  sold  at  different  prices.  The 
buyer  in  the  producers’  market  has  much  more  objective 
criteria. 

Marketing  Functions.  In  economic  writings  of  a  generation 
ago  very  little  attention  was  paid  to  the  subject  of  marketing. 
The  reader  was  usually  told  that  "exchange”  was  an  impor¬ 
tant  division  of  economics,  that  the  objective  value  of  goods 
was  determined  by  exchange,  that  the  people  who  engaged 
in  bringing  goods  from  farms  and  factories  to  consumers  were 
productive  laborers,  and  that  those  who  took  part  in  market¬ 
ing  were  called  by  various  names,  such  as  "wholesaler,” 
"broker,”  "retailer,”  and  the  like,  to  indicate  that  they 
performed  different  functions.  It  is  only  within  the  past 
twenty  years  that  the  work  done  by  marketing  agencies  has 
received  the  attention  its  importance  warrants. 

The  present  economic  order  is  an  exchange  economy.  No 
individual  supplies  himself  with  all  the  goods  and  services  he 
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consumes.  Even  the  farmer,  whose  land  often  produces  much 
of  the  food  and  fuel  his  family  consumes,  is  compelled  to  sell 
to  others  a  major  portion  of  his  products  and  to  buy  from 
others  most  of  the  consumable  goods  his  standard  of  living 
requires.  Among  city  dwellers  self-sufficiency  is  still  more 
impossible  than  it  is  on  the  farm.  The  manufacturer  and  his 
employees  can  use  very  little  of  their  products,  and  professional 
workers  require  very  little  of  their  own  services.  All  pro¬ 
ducers  —  farmers,  manufacturers,  factory  hands,  and  profes¬ 
sional  workers  —  must  rely  on  the  aid  of  the  people  engaged 
in  marketing  to  assist  them  in  disposing  of  their  products  and 
to  enable  them  to  obtain  the  goods  they  consume.  Accord¬ 
ingly,  before  we  proceed  further  with  the  study  of  economic 
principles,  it  is  very  important  to  understand  the  functions 
performed  by  those  who  engage  in  marketing.  The  following 
classification,  given  by  Professor  F.  E.  Clark,1  presents  in 
compact  form  a  general  view  of  the  functions  performed  by 
those  who  engage  in  marketing. 

The  Marketing  Functions 

A.  Functions  of  Exchange 

1.  Demand  creation  (selling) 

2.  Assembly  (buying) 

B.  Functions  of  Physical  Supply 

3.  Transportation 

4.  Storage 

C.  Auxiliary  or  Facilitating  Functions 

5.  Financing 

6.  Risk-taking 

7.  Standardization 

The  function  of  demand  creation  involves  the  work  of 
finding  buyers  for  the  products  of  the  farmer  and  the  manu¬ 
facturer.  Goods  do  not  sell  themselves  any  more  than  plants 
grow  without  cultivation,  or  factories  run  without  human 
direction  and  control.  Even  such  staples  as  elementary  raw 

1  F.  E.  Clark,  Principles  op  Marketing,  p.  11.  Copyright,  1922,  by  The  Macmillan 
Company.  Reprinted  by  permission. 
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materials  and  foods  must  be  brought  to  the  attention  of  the 
buyers,  who  must  be  informed  where  the  articles  are  to  be  had, 
what  their  qualities  are,  and  at  what  prices  they  are  held. 
Luxuries  and  semiluxuries  —  the  vast  range  of  things  used 
nowadays  without  any  reference  to  physical  necessity  —  re¬ 
quire  more  effort  and  expense  for  selling.  Not  only  must  they 
be  called  to  the  attention  of  the  buyers,  but  their  uses  must  be 
explained,  and  either  by  advertising  or  by  more  direct  methods 
the  buyer  must  be  convinced  that  they  will  satisfy  a  particular 
want.  Sometimes  these  sales  methods  work  to  the  detriment 
of  the  consumer,  who  may  be  persuaded  to  buy  something 
which  he  finds  later  does  not  satisfy  his  needs  or  which  is 
inferior  to  some  other  good  he  might  have  purchased  at  the 
same  price.  On  the  other  hand,  the  selling  function  unques¬ 
tionably  extends  the  range  of  consumption  and  increases 
the  satisfactions  of  the  consuming  public. 

The  function  of  assembly  does  not  mean  the  work  of  gather¬ 
ing  together  the  physical  items  in  a  stock  of  goods,  for  that  is 
transportation.  " Assembly”  means  that  the  middleman  ac¬ 
quires  the  legal  title  to  the  goods,  or  at  least  the  right  to  buy 
or  sell  them.  He  may  have  at  his  disposal,  for  example,  a 
million  bushels  of  wheat.  A  part  he  may  actually  own  and 
have  stored  in  various  places.  Another  part  he  may  not  own 
at  all,  but  may  merely  have  agreements  with  other  dealers  to 
deliver  it  to  him  at  a  future  date.  But  in  either  case  he  can 
control  that  amount  —  can  decide  to  sell  it  or  to  withhold  it 
from  the  market.  He  puts  himself  in  a  position  to  sell  large 
or  small  amounts,  as  the  buyer  may  wish,  and  he  prepares  to 
sell  different  grades  to  different  buyers.  In  the  marketing  of 
manufactured  goods  the  function  of  assembly  includes  a 
slightly  different  sort  of  work.  The  department  store  must 
stand  ready  to  sell  to  its  patrons  literally  hundreds  of  differ¬ 
ent  wares,  very  few  of  which  can  be  obtained  from  a  single 
manufacturer.  Someone  must  find  out  where  all  these  wares 
can  be  obtained,  the  quantities  in  which  they  can  be  obtained, 
and  their  prices.  Then  he  must  offer  them  for  sale  in  definite 
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amounts.  All  this  the  large  department  store  does  for  its 
patrons.  The  smaller  store,  which  cannot  afford  to  perform 
this  function,  usually  relies  on  a  wholesaler  or  some  other 
intermediary. 

The  function  of  physical  supply,  which  includes  storage  and 
transportation,  is  almost  self-explanatory.  Everyone  knows 
that  most  of  the  articles  he  consumes  are  not  produced  at  his 
door  and  that  they  must  be  brought  from  more  or  less  distant 
places  before  he  can  consume  them.  He  also  knows  that  many 
products,  such  as  agricultural  crops,  are  harvested  only  at 
certain  seasons  and  that  they  must  be  held  in  storage  so  that 
consumption  may  be  continuous.  Manufacturing  is  not  ordi¬ 
narily  so  much  controlled  by  the  seasons  as  is  agriculture,  but 
the  demand  for  manufactured  products  may  be  seasonal. 
Hence  storage  must  be  provided  if  production  is  to  be  con¬ 
tinuous.  Furthermore,  both  production  and  consumption  may 
be  continuous  and  storage  still  be  necessary  because  a  stock 
must  be  maintained  to  give  the  consumer  a  choice  among  the 
goods  he  buys.  The  merchant  is  also  compelled  to  keep  a 
stock  on  hand  because  he  cannot  foresee  exactly  what  the 
consumer  desires.  Often  the  latter  makes  his  decision  by 
looking  over  the  different  styles  or  varieties  of  goods  dis¬ 
played.  Finally,  local  storage  is  sometimes  resorted  to  when 
it  is  cheaper  to  ship  goods  to  a  particular  city  in  large  amounts 
and  then  store  them  until  they  are  gradually  consumed  than 
it  is  to  ship  in  relatively  smaller  amounts  and  avoid  the  major 
part  of  the  expense  of  storage. 

The  auxiliary  functions  are  so  named  because  they  do  not 
directly  assist  either  in  the  physical  supply  of  goods  or  in  the 
finding  of  buyers  for  them.  Financing  is  a  necessary  function 
because  time  must  elapse  between  the  completion  of  the 
physical  process  of  production  and  the  sale  of  the  goods  to 
the  consumers.  The  manufacturer  and  the  farmer  or  some 
middleman  must  have  money  tied  up  in  the  stocks  waiting 
to  be  consumed.  The  interest  on  these  funds  constitutes  the 
financing  service  for  which  someone  must  be  paid.  Risk  in 
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marketing  arises  from  (1)  the  possibility  of  an  adverse  change 
in  price  while  the  goods  are  in  the  hands  of  the  dealer,  owing 
to  a  falling  off  of  demand  or  to  oversupply,  (2)  the  possibility 
of  physical  deterioration,  and  (3)  the  risks  arising  from  a 
failure  of  buyers  to  live  up  to  their  agreements,  either  their 
failure  to  take  goods  ordered  or  their  failure  to  pay  for  them. 
For  many  sorts  of  goods,  particularly  things  for  personal  use, 
the  risk  of  an  adverse  change  in  price  is  great.  The  style  may 
change  before  the  merchant  has  sold  his  stock,  or  the  fad  for  a 
particular  kind  of  good  may  nof  appear  in  one  city  even  when 
it  has  appeared  in  other  places.  Or  the  season  may  be  unusual, 
and  the  seasonal  goods  which  the  producer  and  the  marketing 
agencies  had  reasonably  anticipated  would  be  in  demand  fail 
to  attract  buyers  —  witness  the  case  of  men’s  straw  hats 
when  the  summer  is  cool  and  rainy.  All  these  risks  must  be 
borne  by  the  marketing  agencies ;  and  because  the  existence 
of  a  risk  implies  that  there  will  be  losses,  the  goods  actually 
sold  must  bear  the  cost  of  those  remaining  unsold  or  sold  at 
very  low  prices. 

Standardization  of  products,  which  means  classification 
into  established  groups  or  grades,  is  an  important  marketing 
function  for  some  kinds  of  products.  When  the  buyers  and 
sellers  cannot  come  together,  with  the  goods  before  them, 
grading  becomes  extremely  important.  At  present  wheat  is 
sold  by  description  —  that  is,  by  grade  —  all  over  the  world. 
A  miller  in  England  can  buy  "No.  1  dark  northern  spring 
wheat”  and  know  approximately  what  he  will  receive,  because 
wheat  has  been  graded  and  standardized.  Many  commodities 
cannot  be  standardized,  because  technical  tests  for  certain 
qualities  have  not  been  devised  or  because  the  make-up  of  the 
good  is  constantly  changing.  For  both  reasons  it  appears  to 
be  impossible  to  standardize  style  goods  —  clothing,  millinery, 
shoes,  hats,  and  so  on. 

Marketing  and  Specialization.  In  the  earlier  stage  of  eco¬ 
nomic  development  which  preceded  the  present  highly  spe¬ 
cialized  economy  each  producer  supplied  a  relatively  limited 
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area  and  relatively  few  consumers.  Lack  of  cheap  transporta¬ 
tion,  the  slowness  of  communication,  the  simplicity  of  pro¬ 
duction,  the  absence  of  large  plants,  and  political  conditions 
all  contributed  to  keeping  the  products  of  farmers  and  crafts¬ 
men  from  moving  very  far  from  the  places  where  they  origi¬ 
nated.  The  producer  could  readily  ascertain  the  kind  and 
quantity  of  product  his  patrons  required,  and  the  consumer 
could  more  easily  than  now  hold  the  producer  responsible  for 
poor  quality  and  misrepresentation.  By  reason  of  the  influence 
of  custom  and  the  close  adjustment  of  production  to  needs 
prices  were  much  more  stable.  There  were,  of  course,  excep¬ 
tions  to  the  conditions  just  sketched.  A  few  commodities  were 
imported  into  every  country  at  extremely  high  costs  for  trans¬ 
portation,  financing,  and  risk-bearing.  But  local  production 
for  local  consumption  was  the  rule. 

Today  conditions  are  very  different.  The  average  laborer’s 
family  consumes  in  the  course  of  a  year  things  that  have 
literally  come  from  every  part  of  the  globe :  coffee,  sugar, 
rice,  rubber,  and  so  forth.  Even  the  products  grown  and 
manufactured  within  his  own  country  are  derived  from  the 
factories  and  farms  of  people  he  has  never  seen  and  knows 
nothing  about,  and  most  of  these  products  have  passed 
through  the  hands  of  many  dealers,  after  leaving  the  factory 
or  the  farm,  before  they  are  delivered  to  him.  Marketing  has 
come  to  play  a  vastly  more  important  role.  And  with  this 
development  some  of  the  advantages  of  the  old  order  have 
been  lost.  The  relative  cost  of  marketing  has  doubtless  be¬ 
come  greater  in  comparison  with  the  cost  of  physical  pro¬ 
duction  ;  that  is,  the  growing,  mining,  and  processing  of  goods. 
In  Table  VI,  p.  92  (taken  from  the  Report  of  the  Joint  Com¬ 
mission  of  Agricultural  Inquiry),  are  given  estimates  of  the  cost 
of  selling  at  retail  five  important  types  of  consumers’  goods. 

The  percentages  given  in  the  table  on  the  following  page 
show  only  the  retail  cost  of  marketing,  and  not  the  proportion 
of  the  consumer’s  dollar  which  goes  to  pay  for  all  the  marketing 
services  performed  in  respect  to  the  five  types  of  commodity. 
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Table  VI.  Cost  of  operating  Retail  Stores,  by  Percentage 
of  Each  Dollar  of  Sales  1 


1913 

1916 

1918 

1920 

1921 

Clothing . 

25.90 

25.20 

26.50 

25.70 

24.03 

Hardware . 

20.13 

18.60 

18.52 

19.50 

24.90 

Shoes . 

24.14 

24.45 

24.07 

25.25 

26.88 

Dry  goods . 

26.90 

26.30 

27.30 

26.00 

No  data 

Groceries . 

14.70 

15.20 

14.30 

14.60 

16.80 

A  quantity  of  groceries,  for  example,  which  cost  the  retailer  a 
dollar  was  bought  by  the  wholesaler  for  about  ninety  cents 
during  the  years  for  which  the  table  shows  estimates.2  The 
manufacturer  of  these  foods  had  also  incurred  some  selling 
expense,  for  which  he  was  paid,  and  the  dealers  from  whom 
he  bought  his  raw  materials  were  also  compensated  for  their 
services.  The  congressional  commission  from  whose  report 
Table  VI  was  taken  is  authority  for  the  statement  that  "it 
costs  more  to  sell  and  deliver  the  marketable  products  into 
which  agricultural  commodities  are  converted  than  to  produce 
and  manufacture  them."3  This  estimate  seems,  on  general  ob¬ 
servation,  somewhat  higher  than  would  be  true  for  all  goods, 
but  we  must  remember  that  many  of  the  goods  and  services 
for  which  we  spend  our  money  incomes  are  not  subject  to  such 
heavy  marketing  expense.  Services  rendered  by  the  govern¬ 
ment,  such  as  sanitation,  education,  and  recreation,  have  few 
or  no  marketing  costs.  Personal  services  furnished  by  physi¬ 
cians,  household  servants,  caterers,  barbers,  and  the  like  are 
not  "marketed"  in  the  proper  sense  of  the  term,  and  there¬ 
fore  their  prices  include  little  or  no  marketing  expense. 

Another  way  of  showing  the  importance  and  the  cost  of 
marketing  is  to  compare  the  number  of  persons  engaged  in 
trade  and  transportation  with  the  total  number  of  gainfully 
employed  in  the  United  States.  In  1920  the  Census  of  Occu- 

1  Report  of  the  Joint  Commission  of  Agricultural  Inquiry,  Part  IV  (Marketing 
and  Distribution),  p.  176. 

2  Ibid.  p.  158. 

2  Ibid.  p.  115. 
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pations  reported  over  41,614,000  persons  gainfully  employed. 
Of  these,  4,423,000  were  employed  in  trade  and  3,064,000  in 
transportation.  If  we  exclude  from  the  classification  of  trade 
such  doubtful  groups  as  bankers  and  bank  employees,  real- 
estate  agents,  undertakers,  and  insurance  agents  and  officials, 
there  still  remain  3,773,000,  or  9.1  per  cent  of  the  total  of 
gainfully  employed,  who  were  chiefly  engaged  in  marketing 
commodities.1 

The  census  classification  of  occupations  is  in  some  respects 
not  indicative  of  the  true  industrial  allegiance  of  the  different 
groups  of  the  population,  and  the  methods  of  collecting  census 
data  leave  considerable  opportunity  for  listing  people  in  occu¬ 
pational  groups  to  which  they  do  not  belong.  Statisticians 
who  have  reworked  these  data  and  supplemented  them  with 
other  sources  of  information  have  probably  arrived  at  a  more 
nearly  correct  estimate  of  the  numbers  of  the  population  in 
each  occupational  group.  Mr.  W.  I.  King  finds  that  in  1921 
there  were  40,819,000  persons  gainfully  employed  in  the 
United  States.  Of  these,  4,728,000,  or  11.6  per  cent,  were  in 
mercantile  occupations,  and  3,524,000,  or  8.6  per  cent,  in 
transportation.2 

Still  another  method  of  showing  the  cost  of  the  present 
marketing  system  in  general  terms  is  to  estimate  the  propor¬ 
tion  of  the  national  income  received  by  those  who  derive  their 
incomes  from  marketing.  According  to  King  the  total  cur¬ 
rent  income  of  the  United  States  in  1921  was  $62,736,000,000. 
Of  this  total,  $8,919,000,000,  or  14.2  per  cent,  was  received  by 
the  people  in  mercantile  occupations,  and  $6,135,000,000,  or 
9.8  per  cent,  by  those  engaged  in  transportation.3  Since  a 
part  of  the  business  of  transportation  consists  in  carrying 
people  and  not  goods,  by  no  means  all  the  income  received 
by  this  occupational  group  can  be  counted  as  a  cost  of  mar¬ 
keting.  On  the  other  hand,  not  all  the  persons  concerned  in 


1  Fourteenth  Census,  Vol.  IV,  pp.  40-41. 

2  Income  in  the  Various  States,  pp.  21-23.  National  Bureau  of  Economic  Research. 

3  Ibid.  pp.  32-33. 
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marketing  are  included  within  the  two  groups  for  which  the 
statistics  have  been  given.  Some  of  the  workers  connected 
with  every  manufacturing  establishment  and  all  farmers  as¬ 
sist  to  some  extent  in  marketing,  and  the  incomes  which  these 
groups  receive  on  account  of  that  work  is  a  part  of  the  cost 
of  the  nation’s  marketing  service. 

Against  these  costs  which  attach  to  the  present  system  of 
marketing  and  which  have  probably  become  proportionately 
larger  as  markets  have  widened  and  grown  more  complex 
must  be  set  very  important  gains.  Although  no  statistical 
data  are  available  to  prove  the  point,  there  can  be  no  doubt 
that  the  factory  system,  specialization,  and  large-scale  pro¬ 
duction,  all  of  which  depend  on  wide  markets  for  their  exist¬ 
ence,  have  increased  tremendously  the  average  productivity 
and  income  of  the  population  of  the  United  States  and  west¬ 
ern  Europe  during  the  last  century  and  a  half.  And  if  we 
should  discard  the  present  arrangements,  which  are  admit¬ 
tedly  expensive,  and  revert  to  the  simpler  market  organization 
prevailing  in  the  early  eighteenth  century,  we  should  lose  a 
large  portion  of  our  present  income.  Without  the  present 
system  many  kinds  of  goods  could  not  be  produced  at  all,  and 
others  only  at  higher  costs. 

PROBLEMS  FOR  DISCUSSION 

1.  If  the  chain  of  middlemen  that  connects  the  producer  with  the 
consumer  were  unnecessary,  it  would  never  have  come  into  existence. 
Is  this  statement  correct  ?  Does  it  contain  complete  proof  that  present 
arrangements  are  the  best  that  can  be  devised? 

2.  It  is  sometimes  said  that  advertising  and  other  forms  of  demand 
creation  are  entirely  wasteful.  Like  modern  armaments  they  result 
from  destructive  competition.  If  dealers  did  not  attempt  to  sell  goods, 
how  would  the  consumer  find  new  goods?  Would  he  be  able  to  dis¬ 
cover  as  easily  as  now  the  cheapest  place  to  buy  ?  If  it  is  assumed 
that  advertising  is  purely  competitive,  is  it  socially  wasteful? 

3.  In  which  kind  of  market  should  you  expect  prices  to  be  more 
nearly  uniform,  producers’  or  consumers’?  Why? 
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4.  "Instead  of  having  highly  centralized  live-stock  markets  in 
Chicago,  South  St.  Paul,  Omaha,  and  other  places,  we  ought  to  have  a 
packing  plant  within  a  radius  of  fifty  miles  of  every  farmer  so  that 
each  farmer  could  sell  his  live  stock  directly  to  the  packers.”  Discuss. 

5.  "A  farmers’  and  wage-earners’  cooperative  marketing  associa¬ 
tion  ought  to  be  organized  so  that  farmers  could  sell  their  products 
directly  to  the  consumers  in  the  cities.  In  this  way  farmers  would  get 
more  for  their  products  and  wage-earners  would  pay  lower  prices  for 
foodstuffs.”  Discuss. 

6.  "These  utopian  reformers  want  to  accomplish  the  impossible. 
They  want  everyone  to  sell  dear,  and  at  the  same  time  they  want 
everyone  to  buy  cheap.  They  want  a  high  price  for  beef  on  the  hoof 
and  a  low  price  for  beef  on  the  table.”  Discuss. 
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BOOK  II.  VALUE 


CHAPTER  VII 

THE  PRICE-MAKING  PROCESS:  DEMAND 
AND  SUPPLY 

Price  and  Value.  The  value  of  any  commodity  is  its  power 
to  command  other  goods  in  exchange.  This  value  is  meas¬ 
ured  by  the  quantity  of  the  other  goods  for  which  the  com¬ 
modity  in  question  exchanges.  If  shoes  are  bartered  for  cloth 
at  the  rate  of  one  pair  of  shoes  for  six  yards  of  cloth,  then  the 
value  of  cloth  is  measured  in  terms  of  shoes,  and  the  value 
of  shoes  in  terms  of  cloth.  This  is  a  correct  representation 
of  power  in  exchange;  but  it  is  not  of  much  significance, 
because  it  only  states  the  exchange  value  of  each  good  in 
terms  of  one  other  good.  If  we  wished  to  know  the  general 
exchange  value  of  shoes,  we  should  have  to  discover  the  rates 
at  which  they  exchanged  for  all  the  other  goods  for  which 
they  might  be  bartered.  To  find  these  exchange  relations 
would  be  practically  impossible.  And  when  exchanges  were 
carried  on  by  barter,  it  is  hardly  conceivable  that  anyone 
had  very  definite  notions  of  the  value  of  any  good  in  terms 
of  more  than  a  few  other  commodities. 

In  present-day  industrial  societies  barter  has  been  super¬ 
seded  by  the  exchange  of  goods  for  money.  The  amount  of 
money  for  which  a  unit  of  any  given  good  exchanges  is  called 
its Jrrice.  Since  exchanges  are  now  commonly  made  in  money, 
it  is  possible  to  find  the  value  of  any  commodity  by  compar¬ 
ing  its  price  with  the  prices  of  a  large  number  of  other  goods. 
If  it  is  found  that  shoes  sell  for  six  dollars  a  pair  and  cloth 
for  one  dollar  a  yard,  then  it  is  easy  to  show  that  the  exchange 
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value  of  cloth  and  shoes  at  current  prices  is  six  yards  of  cloth 
for  one  pair  of  shoes.  Comparisons  of  the  price  of  cloth  or 
shoes  with  the  prices  of  many  other  goods  would  establish 
a  still  more  complete  measurement  of  the  exchange  values  of 
both.  And  this  comparison  is  constantly  being  made  in 
many  places  and  by  many  people.  Hence  we  infer  that  the 
price  of  a.  commodity  is  a  more  or  less  accurate  measure  of 
its  exchange  value. 

Price  is  not,  however,  an  entirely  accurate  measure  of  value, 
because,  as  will  be  shown  later,  the  value  of  money,  which 
serves  as  a  basis  for  the  computation  of  the  values  of  other 
goods,  may  itself  change.  But  for  the  purpose  of  simplifying  the 
analysis  of  the  forces  that  control  value  we  can  assume  that 
the  value  of  money  is  constant  and  that  if  any  good  rises  or 
falls  in  price  it  also  rises  or  falls  in  value  in  the  same  proportion. 

The  Analysis  of  Price.  If  one  should  attempt  to  find  out 
why  a  specific  commodity  sold  for  a  certain  price  at  a  par¬ 
ticular  time,  he  would  at  once  be  confronted  by  a  bewilder¬ 
ing  mass  of  facts  whose  relations  are  extremely  complex. 
Moreover,  if  he  tried  to  measure  the  relation  of  each  fact  to 
every  other,  he  would  never  arrive  at  any  conclusion,  because 
the  human  mind  is  not  capable  of  dealing  with  a  very  large 
number  of  facts  or  relationships  at  one  time.  Since  he  could 
not  deal  with  the  large  number  of  facts  and  all  their  interre¬ 
lationships,  he  would  in  all  probability  try  to  classify  many  of 
the  facts  into  a  limited  number  of  groups,  and  to  each  group 
he  would  then  attach  a  name.  Thereafter  when  any  fact 
relevant  to  his  investigation  was  found,  it  would  be  immedi¬ 
ately  assigned  to  its  proper  group.  This  procedure,  which  is 
called  classification,  is  common  to  all  scientific  investigation. 

When  different  facts  are  lumped  together,  it  is  evident  that 
some  things  will  be  put  into  the  same  group  and  treated  as 
though  they  were  exactly  alike  when,  in  reality,  they  are 
more  or  less  different.  This  involves  a  certain  amount  of 
error,  not  only  in  the  classification  itself  but  also  in  any 
statement  concerning  the  relationships  between  groups  of 
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facts.  Hence  the  common  saying  that  all  generalizations  — 
that  is,  all  statements  concerning  the  relation  of  one  group 
of  facts  to  another  —  are  partly  false.  The  greater  the  dif¬ 
ferences  between  the  facts  that  are  put  into  the  same  group 
the  greater  is  the  probability  that  any  general  statement 
about  their  causes  and  effects  will  be  partly  untrue.  The 
danger  of  making  erroneous  statements  because  of  the  classi¬ 
fying  of  unlike  things  together  is  a  very  real  one.  It  would 
be  an  error  in  reasoning,  in  many  cases,  to  conclude  that 
because  the  average  wages  of  factory  workers  in  any  com¬ 
munity  had  risen,  the  wages  of  any  particular  group  of  workers 
had  also  risen.  Or  again,  when  the  general  level  of  prices  has 
risen  by  10  per  cent  owing  to  a  decline  in  the  value  of  money, 
it  does  not  follow  that  the  price  of  each  kind  of  good  has  risen 
by  the  same  percentage. 

Still  another  useful  procedure  in  dealing  with  very  complex 
relationships  between  facts  is  to  rule  out  of  consideration  in 
the  beginning  all  but  the  most  important  factors  which  appear 
to  produce  a  given  result.  This  leads  to  piecemeal  analysis. 
The  student  may  say  to  himself :  Let  us  see  how  any  given 
price  would  be  affected  by  a  few  of  the  conditions  that  appear 
to  control  it.  If  he  can  discover  that  much,  he  is  then  pre¬ 
pared  to  take  into  account  more  facts,  more  "forces,”  until 
his  analysis  may  approach  a  degree  of  completeness  that  will 
enable  him  to  explain  satisfactorily  the  price  in  question. 
This  procedure  is  called  abstraction.  Like  classification  the 
method  of  abstraction  is  replete  with  opportunities  for  mak¬ 
ing  false  steps  in  reasoning.  It  might  be  concluded,  for  ex¬ 
ample,  that  if  a  larger  crop  of  cotton  was  harvested,  the  price 
would  be  lower.  But  this  deduction  assumes  that  "other 
things  are  equal”;  that  is,  that  the  demand  of  consumers 
for  cotton  cloth  has  not  changed,  that  there  have  been  no 
changes  in  the  competition  among  the  mills  that  manufacture 
cotton,  that  the  growers  will  not  be  able  to  hold  back  part  of 
the  crop  for  future  sales,  and  that  the  amount  of  cotton  and 
cotton  cloth  remaining  from  last  year's  output  is  normal. 
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In  the  analysis  of  price  we  shall  proceed  in  the  following 
manner:  We  shall  begin  with  the  examination  of  what  is 
called  in  economics  "  market  price  ”  and  attempt  to  under¬ 
stand  the  way  in  which  economic  forces  control  prices  for 
short  periods  of  time.  Having  explained  how  prices  are  de¬ 
termined  for  a  short  period  of  time,  we  shall  then  go  on  to 
examine  the  forces  that  determine  prices  over  a  considerable 
period  of  time.  This  leads  to  the  analysis  of  normal  price. 

Market  Price.  It  is  commonly  said  that  market  price  is  the 
price  for  which  a  good  actually  sells  in  any  given  market  at 
any  particular  time.  Yet  in  actual  practice  economists  or 
market  analysts  seldom  attempt  to  explain  particular  prices. 
The  forces  which  cause  a  good  to  sell  now  at  a  little  higher 
and  later  at  a  little  lower  price,  and  which  give  rise  to  minor 
differences  in  the  price  of  the  same  good  in  the  same  market, 
are  numerous  and  intangible.  Moreover,  small  mistakes  in 
judgment  by  buyers  and  sellers  are  too  frequent  to  permit 
of  the  explanation  of  all  the  minor  changes  and  discrepancies 
actually  encountered  in  the  market.  The  market  price  which 
we  shall  try  to  explain  is  that  which  is  most  common,  or 
typical.  If  the  price  at  which  the  bulk  of  the  transactions  in 
cloth  take  place^  during  a  certain  day  or  week  is  one  dollar, 
then  we  shall  assume  that  this  is  the  market  price  for  cloth 
during  that  period.  Many  sales  will  have  been  made  at  some¬ 
what  higher  or  lower  prices,  but  with  these  deviations  we  shall 
not  be  concerned.  The  justification  of  this  procedure  is  the 
fact  that  for  the  analysis  of  price-making  forces  certain  facts 
are  not  significant,  because  they  are  unlikely  either  to  appear 
very  often  or  to  have  very  great  effects  when  they  do  appear. 
r  -  Market  price  is  commonly  contrasted  with  normal  prire 
The  latter  is  defined  as  the  price  which  would  prevail  if  only 
the  more  permanent  forces  affecting  price-making  were  opera¬ 
tive  and  if  sufficient  time  were  allowed  to  permit  these  forces 
to  bring  about  a  completely  stable  equilibrium  of  demand  and 
supply.  At  this  point  we  need  not  attempt  an  explanation  of 
normal  price,  but  the  contrast  between  market  and  normal 
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prices  must  be  clearly  grasped  if  the  analysis  of  market  price 
is  to  be  understood.  The  analysis  of  market  price  differs  from 
the  analysis  of  normal  price  by  taking  into  account  somewhat 
different  forces  and  by  considering  the  short-run  effects  rather 
than  the  long-run  effects  of  all  forces*'  Cost  of  production  is 
not,  for  example,  a  considerable  factor  in  the  determination  of 
market  price ;  but  it  is  one  of  the  most  important  in  deter¬ 
mining  normal  price,  because  as  we  shall  see  later,  cost  of 
production  operates  slowly,  and  in  the  short-time  fluctuations 
of  market  price  its  influence  is  a  minor  factor.  Fluctuations 
in  the  demands  of  buyers  are  exceedingly  important  in  the 
analysis  of  market  price  but  of  less  significance  in  the  deter¬ 
mination  of  normal  price,  because  the  passage  of  time  allows 
producers  to  make  adjustments  in  supply  that  largely  — 
though  not  wholly  —  offset  the  changes  in  demand. 

Demand  and  Demand  Price.  The  simplest  statement  concern¬ 
ing  the  determination  of  market  price  is  that  demand  and 
supply  control  it.  This  is  the  explanation  most  frequently 
heard  in  the  market  place  and  on  the  street.  And  the  state¬ 
ment  is  true.  For  as  the  terms  "demand”  and  "supply”  are 
commonly  used,  they  are  taken  to  include  all  the  forces  that 
influence  buyers  and  sellers.  But  like  most  other  general  and 
all-inclusive  explanations  this  formula  is  of  very  little  assist¬ 
ance  in  understanding  the  actual  phenomena  of  price  until 
the  terms  "demand”  and  "supply”  have  been  exactly  de¬ 
fined  and  until  the  complex  forces  for  which  they  are  but 
convenient  names  have  been  analyzed.  Failure  to  observe 
these  scientific  procedures  leads  to  many  hasty  and  incorrect 
generalizations.  For  example,  we  are  sometimes  told  that 
trade  unions  cannot  permanently  better  the  economic  condi¬ 
tions  of  the  working  classes  because  "wages  are  determined 
by  the  immutable  law  of  supply  and  demand” ;  or  we  read 
that  because  of  the  appearance  of  a  monopoly  "the  law  of 
supply  and  demand  has  been  repealed” ;  or  we  are  informed 
that  "price  having  risen,  the  demand  for  the  good  fell  off.” 
Now  as  a  matter  of  fact  the  principle  of  demand  and  supply 
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does  not  preclude  the  successful  establishment  and  operation 
of  collective  bargaining  among  laborers  or  of  effective  mo¬ 
nopoly  among  producers.  Neither  is  it  true  that  demand  falls 
off  as  a  result  of  the  rise  in  price.  These  and  many  other 
erroneous  applications  of  the  principle  of  demand  and  supply 
but  illustrate  the  necessity  for  proceeding  slowly  and  care¬ 
fully  in  the  analysis  of  the  price-making  process. 

The  first  step  in  the  analysis  is  the  definition  of  " demand.” 
"  Individual  demand  ”  is  defined  as  the  amount  of  any .  given 
good  an  individual  stands  ready  to  buy  at  a  particular  brice, 
during  a  given  time,  and  at  a  given  place.  Demand  is  the  amount 
the  buyer  stands  ready  to  take  or,  more  briefly,  will  take,  and 
not  the  amount  he  has  taken  in  the  past.  His  demand  cannot 
be  exactly  measured  by  computing  the  amount  of  the  good 
sold  him  in  the  past,  for  this  depends  not  on  demand  alone 
but  also  on  supply.  This  distinction  is  of  great  importance. 
In  the  first  place  one  may  demand  a  good  without  making  a 
purchase,  for  if  the  price  he  is  willing  to  pay  for  the  smallest 
obtainable  quantity  is  below  the  figure  at  which  the  merchant 
is  willing  to  sell,  no  sale  can  be  made ;  yet  his  demand  does 
unquestionably  exist,  and  if  the  conditions  of  supply  should 
change,  the  buyer  who  is  now  excluded  might  be  able  to  buy/ 
These  excluded  buyers  are  often  of  considerable  importance. 
A  producer  who  can  secure  the  economies  of  large-scale- pro¬ 
duction  must  frequently  rely  upon  them  to  increase^the 
volume  of  sales  when  prices  are  reduced,  and  partly:. because 
of  them  the  output  of  plants  can  be  sufficiently  enlarged  to 
^permit  these  economies  to  take  place.  Second,  the  amount 
the  buyer  has  purchased  in  the  past  is  not  an  exact  guide  to 
the  amount  he  will  buy  now,  even  though  the  price  the  sellers 
ask  remains  unchanged ;  his  needs  or  desires  may  have  altered, 
or  his  income  may  have  become  larger  or  smaller.  Third,  it 
2  is  logically  incorrect  to  speak  of  demand  as  being  the  amount  of 
a  good  purchased  at  a  given  price,  since  price  and  the  volume 
of  sales  are  the  results  of  both  demand  and  supply.  The  price 
the  sellers  set  on  their  goods  influences  the  volume  of  sales. 
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If  demand  is  the  amount  of  a  good  which  the  buyer  stands 
ready  to  take  at  a  given  price,  then  the  individual-demand 
price  is  the  quantity  of  money  which  the  buyer  will  give  for  a 
definite  amount  of  a  good.  Price  and  amount  mutually  con¬ 
dition  each  other.  The  price  must  be  stated  before  the  amount 
the  buyer  stands  ready  to  take  has  any  significance,  and  the 
amount  must  be  known  before  the  price  means  anything.  A 
housewife  might  be  willing  to  pay  a  dollar  a  dozen  for  fresh  eggs, 
but  she  would  in  all  probability  stand  ready  to  take  only  a 
very  limited  quantity  at  that  figure.  On  the  other  hand,  she 
might  be  willing  to  buy  two  dozen  a  week,  but  she  would  not 
be  likely  to  stand  ready  to  pay  a  dollar  a  dozen  for  them. 

The  two  constituent  elements  of  demand  are  desire  and 
ability  to  pay.  Desire  is  fundamental,  because  where  it  does 
not  exist  goods  cannot  be  sold  at  all.  On  the  other  hand,  abil¬ 
ity  to  pay  is  also  essential,  because  without  it  demand  cannot 
be  made  effective.  When  goods  sell  at  low  prices,  the  common 
conclusion  is  that  these  low  prices  are  primarily  due  to  the 
failure  of  the  goods  to  awaken  an  intense  desire  on  the  part 
of  the  consumer.  This  conclusion  is  frequently  correct,  but  it 
is  not  always  so.  Sometimes  low  prices  result  from  the  lack  of 
purchasing  power.  Europe  would  gladly  have  used  enormous 
quantities  of  American  food  products  immediately  after  the 
close  of  the  World  War ;  but  large  numbers  of  her  people  were 
without  ability  to  pay,  and  therefore  their  effective  demand 
was  relatively  small.  Some  luxuries  are  demanded  in  quan¬ 
tities  and  at  prices  that  seem  entirely  out  of  proportion  to  the 
objective  usefulness  inherent  in  them.  Usually  the  explana¬ 
tion  is  that  they  are  bought  by  the  rich  and  the  well-to-do, 
who  are  able  to  pay  handsomely  even  for  things  for  which  they 
have  no  very  intense  desire. 

The  Individual-Demand  Schedule.  It  is  commonly  observed 
that  an  individual  buys  less  freely  of  any  commodity  wheh  the 
price  of  that  commodity  is  high  than  when  it  is  low.  Speaking 
generally,  we  find  that  when  the  price  of  any  good  decreases, 
the  volume  of  purchases  by  the  individual  consumer  increases 


104  PRINCIPLES  OF  ECONOMICS 

and  that  it  decreases  when  the  price  increases.  This  relation¬ 
ship  between  price  and  the  volume  of  purchases,  or  more 
simply  amount,  gives  rise  to  the  individual-demand  schedule, 
which  is  a  list  of  the  quantities  of  any  given  commodity  the 
individual  stands  ready  to  buy  at  varying  prices. 


Table  VII.  Individual-Demand  Schedules 


Amount  Buyer  will  Take  f  *>  & ****** 

•f  t 


Illustrative  demand  schedules  of  one  buyer  for  two  com¬ 
modities  are  given  in  Table  VII.  The  table  shows  that  at 
65  cents  the  buyer  refuses  to  consider  the  purchase  of  either 
good  ;  that  at  60  cents  he  stands  ready  to  buy  sparingly  of  A, 
but  that  not  until  a  price  of  40  cents  is  reached  will  he  take 
any  of  B ;  and  that  at  relatively  low  prices  he  is  prepared  to 
buy  both  goods  in  much  larger  amounts.  It  must  not  be 
supposed  that  the  average  consumer  is  necessarily  conscious 
of  the  different  prices  he  would  pay  for  different  amounts  of 
any  commodity.  If  he  has  been  accustomed  to  buy  com¬ 
modity  A  for  about  15  cents,  he  is  probably  quite  uncertain 
as  to  the  amount  of  it  he  would  be  willing  to  buy  at  50  cents. 
But  the  existence  of  a  demand  schedule  does  not  require  that 
he  should  be  in  possession  of  a  plan  of  purchase  for  all  probable 
prices.  Studies  of  the  marketing  of  goods  show  that  even 
though  consumers  may  not  be  conscious  of  the  course  of  action 
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they  would  take  if  the  price  of  a  commodity  changed,  pur¬ 
chases  do  decrease  when  the  price  of  the  commodity  rises  and 
increase  when  it  falls. 

Demand  Curves.  When  two  economic  quantities  vary  in 
relation  to  each  other,  it  is  often  convenient  to  illustrate  their 
relationship  by  means  of  curves.  In  Fig.  4  the  relationship 
between  the  prices  and  amounts  of  commodities  A  and  B  are 
thus  illustrated.  Two  lines,  OX  and  OY,  are  drawn  to  intersect 
at  right  angles  at  0.  Price  is 
conventionally  measured  by  in¬ 
tervals  on  OF  and  amounts  by 
intervals  on  OX.  In  plotting  the 
two  demand  schedules  given 
above  the  procedure  is  as  fol¬ 
lows  :  First,  OF  and  OX  are  laid 
off  at  convenient  intervals.  (In 
this  illustration  price  intervals 
of  10  cents  and  amount  intervals 
of  100  units  are  convenient  for 
the  entire  scale.)  Beginning  with 
commodity  A,  we  find  that  100 
units  is  the  smallest  amount  given  in  the  schedule  and  that 
the  corresponding  price  is  60  cents.  So  we  insert  a  dot  directly 
above  the  100-mark  on  OX  and  directly  opposite  and  to  the 
right  of  the  60-mark  on  OF.  Next,  a  dot  is  placed  directly 
above  the  200-mark  and  opposite  the  30-mark,  and  so  on  until 
the  final  entry  in  the  demand  schedule  is  represented  by  a  dot 
above  the  600-mark  on  OX  and  opposite  the  10-mark  on  OF. 
The  next  step  is  to  draw  a  line  connecting  all  the  points,  which 
is  called  the  demand  curve  for  commodity  A.  By  similar  pro¬ 
cedure  the  points  in  the  demand  schedule  for  commodity  B 
are  determined  and  the  curve  representing  that  schedule 
drawn  in.  At  10  cents  our  hypothetical  individual  ceases  to 
increase  his  purchases  of  A ;  and  if  the  price  is  above  60  cents, 
he  stops  buying  altogether.  Hence  we  have  terminated  the 
curve  A  at  these  points. 
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The  advantages  of  translating  demand  schedules  into  de¬ 
mand  curves,  as  well  as  certain  dangers  in  the  procedure, 
must  be  observed  at  this  point.  From  the  schedule  it  is  seen 
that  when  the  price  falls  from  20  cents  to  15  cents,  the  amount 
of  A  that  will  be  taken  increases  at  the  same  time  from  300 
units  to  400  units.  As  far  as  the  schedule  shows,  we  know 
nothing  about  the  amounts  that  would  be  taken  at  prices 
between  20  cents  and  15  cents ;  but  when  we  draw  a  curve, 
we  do  actually  represent  the  amounts  which  would  probably 
correspond  to  the  smaller  price  intervals.  We  assume  that  if 
the  amount  increased  at  a  certain  rate  when  price  fell  from 
20  cents  to  15  cents,  its  increase  between  these  price  points 
was  regular.  Since  the  amount  interval  in  the  schedule  corre¬ 
sponding  to  the  price  interval  of  5  cents  is  100,  we  assume  that 
for  every  decline  of  1  cent  in  price  the  amount  increased  about 
20  units.  Where  the  entries  in  the  demand  schedule  —  either 
price  or  amount  —  are  far  apart,  the  curve  enables  us  to  gain 
some  notion  as  to  the  amounts  that  would  be  taken  at  inter¬ 
vening  price  points. 

Suppose  we  wish  to  find  the  amount  of  A  that  the  buyer 
would  take  at  17§  cents.  The  first  step  is  to  ascertain  the 
point  on  the  demand  curve,  A,  which  corresponds  to  the  price 
of  17^  cents  on  OY.  Then  the  point  on  OX  directly  below 
this  point  is  ascertained.  In  this  case  we  find  that  a  price  of 
17^  cents  corresponds  approximately  to  an  amount  of  350  on 
the  axis  OX.  We  therefore  infer  that  although  the  schedule 
does  not  show  an  entry  of  any  amount  opposite  17^,  the 
buyer  would  probably  take  350  units  at  that  price.  In  com¬ 
ing  to  this  conclusion  we  have,  however,  assumed  that  if  the 
price  declined  from  20  cents  by  1-cent  intervals,  amounts 
would  increase  by  intervals  of  20  units.  As  far  as  the  sched¬ 
ule  of  demand  for  A  is  concerned,  this  may  or  may  not  be 
true.  For  large  numbers  of  consumers’  goods,  such  as  com¬ 
mon  kinds  of  food,  for  many  minor  items  of  clothing,  and  for 
a  multitude  of  small  articles  of  consumption,  our  assumption 
of  continuous  and  regular  variations  of  amounts  between  the 
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two  price  points  is  essentially  correct.  For  these  goods  the 
curve  represents  the  actual  conditions  with  a  considerable 
degree  of  accuracy.  On  the  other  hand,  it  is  well  established 
that  the  curve  does  not  represent  the  facts  in  respect  to  ar¬ 
ticles  which  are  purchased  only  occasionally  and  in  relatively 
large,  costly  units.  A  man  may  buy  a  pair  of  shoes  each  sea¬ 
son  of  the  year  at  $10  a  pair  and  decline  to  buy  an  additional 
pair  at  any  price  above  $5  or  $6.  Or  a  family  may  install  a 
telephone  in  their  dwelling  at  a  rental  of  $5  a  month  and 
refuse  to  have  a  second  put  in  even  though  the  company 
changed  its  rates  and  offered  to  install  and  operate  at  $2  a 
month.  Of  course  it  might  well  happen  that  if  the  household 
were  conducted  on  a  more  elaborate  scale,  a  second  connec¬ 
tion  would  be  taken  at  only  a  small  reduction  in  price.  To 
sum  up :  For  some  commodities  a  curve  does  not  represent 
the  demand  schedule  of  the  individual,  because  the  variation 
in  amounts  he  stands  ready  to  take  is  not  continuous  but 
moves  by  large  jumps  instead  of  creeping  by  small  intervals. 
The  correct  representation  for  such  a  demand  schedule  is  a 
series  of  crosses  or  dots  to  show  the  variation.  For  other 
commodities  there  is  continuity,  and  small  price  changes  will 
be  accompanied  by  small  variations  in  amount. 

Collective  Demand.  Among  the  consumers  who  patronize  the 
same  market  there  are  many  who  demand  the  same  good. 
Taken  together,  they  make  up  the  collective  demand  for  it, 
and  the  amounts  which  they  stand  ready  to  buy  at  different 
prices  make  up  the  collective  demand  schedule.  There  is  of 
course  much  similarity  between  the  demand  schedules  of  a  large 
number  of  individuals  buying  the  same  commodity  in  the  same 
market,  yet  there  is  always  some  degree  of  dissimilarity. 
There  are  differences  in  tastes,  family  requirements  (because  of 
differences  in  the  size,  age-composition,  and  standards  of  con¬ 
sumption  of  the  different  families),  family  incomes,  and  occu¬ 
pations.  Hence  variations  in  the  collective-demand  schedule 
are  not  similar  to  variations  in  the  demand  schedule  of  any 
individual  except  by  chance.  Thus,  in  the  preceding  example 
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we  found  that  the  individual  would  increase  his  buying  by  33 
per  cent  if  price  fell  from  20  cents  to  15  cents,  but  it  is  improb¬ 
able  that  the  same  change  in  price  would  affect  the  buying  of 
the  entire  consuming  public  in  exactly  the  same  proportions. 
This  lack  of  similarity  between  a  collective  demand  schedule 
and  any  of  its  component  individual  schedules  is  illustrated 
by  Table  VIII,  in  which  three  individual-demand  schedules 
are  summated  to  make  a  collective-demand  schedule.  These 
schedules  are  represented  graphically  in  Fig.  5  on  page  109. 

Table  VIII.  Individual-Demand  and  Collective-Demand  Schedules 


Price  per  Unit 
(Cents) 

Schedule  I 
(Amount) 

Schedule  II 
(Amount) 

Schedule  III 
(Amount) 

Collective 
Schedule  IV 
(Amount) 

60  . 

80 

20 

100 

50  . .  .  . 

90 

30 

120 

40  . 

100 

40 

140 

30  . 

110 

50 

10 

170 

20  . 

130 

70 

20 

220 

10  . 

160 

100 

50 

310 

Characteristics  of  Demand  Schedules.  If  we  investigate  the 
amounts  of  different  commodities  sold  within  any  market,  we 
find  that  there  is  the  greatest  variation.  Some  articles  are 
sold  in  very  large  amounts,  and  others  are  purchased  only 
in  very  limited  quantities.  Some  can  be  sold  only  if  their 
prices  are  relatively  low,  and  others,  although  they  are 
taken  in  larger  amounts  when  their  prices  fall,  can  be  dis¬ 
posed  of  in  large  quantities  even  when  their  prices  are  rela¬ 
tively  high.  From  these  facts  we  conclude  that  the  demand 
schedules  of  the  individuals  who  make  up  the  entire  body  of 
buyers  axe  unlike  in  respect  to  different  goods.  Referring 
again  to  Fig.  4,  p.  105,  and  the  accompanying  demand  sched¬ 
ules,  we  find  that  curve  A  differs  from  curve  B  in  several  im¬ 
portant  ways.  It  has  greater  extent,  that  is,  it  shows  that 
the  buyer  will  take  the  good  through  a  greater  range  of  prices ; 
and  it  has  greater  volume  than  the  other  curve,  that  is,  it 
shows  that  the  buyer  will  take  larger  amounts  at  given  prices. 
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The  demand  schedule  represented  by  curve  A  also  has 
greater  elasticity  at  some  prices  and  less  at  others  than  that 
represented  by  curve  B.  The  demand  for  a  commodity  is  said 
to  be  elastic  when  a  relatively  small  change  in  price  is  accompa¬ 
nied  by  a  relatively  large  change  in  the  amount  the  buyer  (or 
all  buyers  collectively)  stands  ready  to  take.  If,  on  the  other 
hand,  the  change  in  price  is  accompanied  by  a  relatively  small 
change  in  the  amount  the  buyer  stands  ready  to  take,  the 
demand  is  said  to  be  inelastic.  Y 
For  example,  if  a  drop  of  1  per 
cent  in  price  is  followed  by  a 
much  larger  percentage  increase 
in  the  volume  of  sales,  the  de¬ 
mand  is  said  to  be  very  elastic ; 
but  if  a  1  per  cent  decrease  is 
followed  by  an  increase  in  vol¬ 
ume  of  sales  of  much  less  than 
1  per  cent,  the  demand  is  very 
inelastic.  If  the  rate  of  increase 
in  sales  exactly  equals  the  rate 
of  change  in  price,  the  demand 

is  said  to  have  an  elasticity  of  one.  In  terms  of  Fig.  4,  the 
demand  for  commodity  A  has  an  elasticity  of  one  throughout 
its  entire  extent,  and  the  demand  for  B  has  an  elasticity  of 
less  than  one  between  40  cents  and  15  cents,  and  an  elasticity 
of  more  than  one  between  15  cents  and  10  cents. 

The  elasticity  of  demand  cannot  be  tested  by  determining 
whether  the  absolute  increase  in  sales  is  great  when  price 


Fig.  5 


falls  a  certain  amount  or  by  determining  whether  the  decrease 
is  absolutely  large  when  price  rises.  In  Fig.  5  the  demand 
represented  by  Schedule  II  is  relatively  elastic  between  the 
prices  60  cents  and  40  cents,  although  the  absolute  increase  in 
amount  demanded  is  only  20  units.  The  demand  represented 
by  Schedule  I  is  relatively  inelastic  between  these  prices  in 
spite  of  the  fact  that  the  absolute  increase  is  exactly  the  same 
as  in  Schedule  II.  In  Fig.  4  the  elasticity  of  demand  for 
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commodity  A  is  about  the  same  between  the  prices  15  cents 
and  10  cents  as  it  is  between  60  cents  and  55  cents,  although 
the  absolute  increase  in  amount  demanded  is  200  units  for  the 
former  price  interval  and  10  units  for  the  latter.  The  change 
from  60  cents  to  55  cents  is  relatively  small,  and  it  only  needs 
to  be  accompanied  by  a  relatively  small  change  in  amount  to 
conform  to  the  definition  of  elasticity  of  one.  On  the  other 

hand,  the  change  in  price 
from  15  cents  to  10  cents 
is  50  per  cent  of  the  lower 
price  and  must  be  accom¬ 
panied  by  a  proportionately 
large  increase  in  the  amount 
to  agree  with  the  definition. 

It  is  evident  that  one  can 
judge  the  elasticity  of  de¬ 
mand  from  curves  plotted 
on  an  absolute  scale,  as  in 
Figs.  4  and  5,  only  with  the 
greatest  difficulty,  because 
an  ordinary  arithmetic  scale 
does  not  show  proportional 
change.  In  Fig.  6  the  two  demand  schedules,  which  are  shown 
on  absolute  scales  in  Fig.  4,  have  been  plotted  on  logarithmic 
scales,  which  are  arranged  to  show  proportional  variations  of 
both  price  and  amount ;  that  is,  the  intervals  on  the  amount 
scale  (corresponding  to  OX  in  Fig.  4)  are  so  spaced  that  the 
distance  on  the  chart  between  100  and  200  is  exactly  the  same 
as  between  200  and  400  (since  100  is  to  200  as  200  is  to  400). 
On  the  absolute  scale  the  interval  between  200  and  400  is 
twice  as  great  as  between  100  and  200.  The  intervals  on 
the  price  scale  in  Fig.  6  (corresponding  to  OF  in  Fig.  4)  are 
likewise  so  constructed  that  a  given  linear  distance  represents 
the  same  proportional  change ;  for  example,  the  distance  be¬ 
tween  10  cents  and  20  cents  is  the  same  as  between  20  cents 
and  40  cents. 


Fig.  6 
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When  the  individual-demand  schedule  for  commodity  A 
is  plotted  in  Fig.  6,  it  is  seen  to  be  a  diagonal  straight  line. 
With  every  variation  in  price  the  change  in  the  corresponding 
amount  is  exactly  proportional.  As  price  falls  from  40  cents 
to  15  cents,  the  amount  of  B  increases  less  than  propor¬ 
tionally,  as  is  shown  by  the  fact  that  the  curve  falls  faster 
than  it  moves  to  the  right.  But  from  15  cents  to  10  cents  it 
moves  to  the  right  faster  than  it  moves  downward. 

Conditions  which  affect  the  elasticity  of  individual  demand 
are  as  follows :  First,  the  individual  demand  is  usually  elastic 
for  luxuries  and  inelastic  for  necessities.  We  tend  to  buy 
necessities  near  to  the  point  of  satiation  before  we  branch  out 
on  expenditures  for  conveniences  and  pure  luxuries.  In  order 
to  maintain  life  and  the  decencies  of  civilization  we  must  have 
a  certain  amount  of  ordinary  food  and  clothing.  Few  of  us 
would  desire  to  consume  very  much  more  of  these  essentials 
even  though  their  prices  declined  a  great  deal ;  nor  would  we 
diminish  our  consumption  rapidly  if  prices  rose.  Second, 
the  individual  demand  for  a  good  is  likely  to  be  elastic  if 
other  goods  can  be  substituted  for  it  or  if  it  can  be  substituted 
for  other  goods.  There  is  scarcely  any  substitute  for  white 
bread  among  a  majority  of  the  population  in  the  United  States, 
and  accordingly  the  individual  demand  for  it  is  relatively  in¬ 
elastic  ;  but  the  demand  for  a  single  brand  of  breakfast  food 
is  elastic  by  comparison  because  other  brands  can  take  its 
place  just  as  it  can  take  their  places  in  the  consumption  of 
most  individuals.  A  large  change  in  the  price  of  one  brand  is 
likely  to  be  followed  by  a  greater  change  in  the  volume  of 
purchases  than  would  follow  from  a  change  in  the  price  of 
salt,  brooms,  telephones,  and  hundreds  of  other  articles  or 
services  of  daily  use  for  which  substitution  is  difficult.  In 
the  third  place,  the  demand  for  a  good  tends  to  be  more 
elastic  if  it  has  a  variety  of  uses  than  if  it  can  serve  us  in  only 
one  capacity.  This  statement  is  more  generally  true  for  raw 
materials  than  it  is  for  finished  goods  because,  after  all,  the 
latter  are  not  as  a  rule  adaptable  to  a  large  variety  of  uses. 
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But  a  good  such  as  coal  has  a  multitude  of  specific  uses  in 
industry  in  the  manufacture  of  a  vast  variety  of  commodities. 
Fourth,  the  demand  for  any  commodity  is  likely  to  be 
f  inelastic  at  very  high  and  at  very  low  prices.  When  it  is 
costly,  people  persist  in  using  small  amounts ;  and  when  it  is 
cheap,  they  buy  it  to  the  point  where  the  desire  for  it  is  nearly 
S'  satiated.  Fifth,  demand  is  likely' to  be  inelastic  when  con- 
sumption  is  greatly  influenced  by  habit  and  custom. 

The  elasticity  of  the  collective-demand  schedule  is  deter¬ 
mined  by  the  same  conditions!  that  affect  the  elasticity  of  its 
component  individual  schedules.  But  it  cannot  agree  with 
them  all.  It  may  be  more  elastic  at  a  given  price  than  some 
and  less  elastic  than  others.  If  new  buyers  enter  the  market 
in  large  numbers  at  a  certain  price,  the  elasticity  of  the  col¬ 
lective  schedule  may  be  greater  than  that  of  any  of  its  com¬ 
ponents.  The  elasticity  of  an  individual-demand  schedule 
cannot  be  important,  since  even  a  small  dealer  supplies  a 
number  of  buyers.  It  is  the  elasticity  of  the  collective-demand 
schedule  with  which  he  is  concerned.  Upon  the  degree  of 
elasticity  of  collective  demand  depend  a  number  of  impor¬ 
tant  business  decisions.  Would  it  be  profitable  to  cut  prices 
in  order  to  expand  and  take  advantage  of  the  economies  of 
larger  production?  If  the  demand  is  elastic,  the  prospects  of 
securing  enough  additional  sales  to  enable  the  producer  to  re¬ 
duce  costs  are  very  good ;  but  if  it  is  inelastic,  they  are  poor. 
Or  suppose  that  the  producer’s  costs  are  rising.  Should  he 
prepare  to  reduce  output  greatly  as  prices  are  forced  up  by 
rising  costs?  If  demand  is  inelastic,  he  need  not  reduce 
greatly ;  but  if  it  is  elastic,  he  may  be  forced  to  shut  down 
a  large  part  of  his  plant. 

Changes  in  Demand.  Since  demand  has  been  defined  as  the 
amount  of  a  certain  commodity  an  individual  or  a  group  of 
individuals  stand  ready  to  take  at  a  given  price  during  a 
given  time  and  in  a  given  market,  an  increase  in  demand  must 
mean  that  the  buyers  will  take  a  larger  amount  at  a  given 
price ;  and  a  decrease  in  demand,  a  smaller  amount.  When 
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the  attitude  of  the  buyers  toward  the  good  so  changes  that 
they  will  take  more  or  less  at  one  price  in  their  schedule,  it 
usually  happens  that  a  considerable  part  of  the  demand 
schedule  and  demand  curve  will  be  altered.  Thus,  if  we  as¬ 
sume  that  the  demand  for  a  good  as  represented  by  the  col¬ 
lective-demand  schedule  on  page  108  has  changed  from  140 
units  at  40  cents  to  160  units,  we  should  expect  to  find  that 
more  would  also  be 
taken  at  30  cents  and 
20  cents,  as  well  as 
at  40  cents.  When  it 
is  said  that  the  de¬ 
mand  for  a  good  has 
changed,  it  is  implied 
that  a  considerable 
portion  of  the  de¬ 
mand  schedule  has 
moved.  But  it  must 
not  be  assumed  that 
all  parts  of  the  sched¬ 
ule  and  of  the  corre¬ 
sponding  curve  have  changed  in  the  same  proportion.  In  Fig.  7 
the  original  position  of  a  collective-demand  schedule  is  repre¬ 
sented  by  the  curve  A  A.  The  curve  A'  A'  shows  an  increase 
of  demand  throughout  the  entire  schedule,  and  A" A"  shows 
a  decrease.  Such  modifications  as  CA  and  AD  represent  par¬ 
tial  shifts  in  the  original  schedule. 

A  common  misconception  of  the  meaning  of  "an  increase  in 
demand"  is  illustrated  in  the  statement  "Because  of  a  decline 
in  price,  the  demand  for  automobiles  has  considerably  in¬ 
creased.”  If  the  statement  is  taken  to  mean  what  it  says,  we 
should  infer  that  price  determined  demand  and  that  deaiers 
were  entirely  independent  in  setting  prices.  But  this  is  obvi¬ 
ously  not  true.  The  true  relationship  between  price  and 
demand,  which  is  understood  by  a  majority  despite  the  preva¬ 
lence  of  such  ready  phrases  as  the  one  just  quoted,  is  reciprocal. 
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If  we  look  at  Schedule  IV  in  Table  VIII  on  page  108  we  can 
see  that  if  the  dealers  reduce  the  price  from  40  cents  to  20  cents, 
the  amount  the  buyers  will  take  increases  from  140  units  to 
220  units  without  any  change  in  demand. 

An  increase  in  the  volume  of  total  sales  of  any  commodity 
in  any  market  does  not  always  show  that  an  increase  of  de¬ 
mand  has  taken  place.  If  the  sellers  have  reduced  the  price 
of  the  commodity,  we  should  infer  that  the  additional  sales 
were  brought  about  by  increased  purchases  by  old  buyers  and 
by  the  entrance  of  new  buyers  who  were  unwilling  to  take 
the  commodity  at  the  old  price.  The  true  test  of  whether 
demand  has  actually  increased  can  be  made  by  putting  price 
back  to  the  old  figure.  If  the  volume  of  sales  is  found  to  be 
greater  than  before,  we  shall  then  conclude  that  demand  has 
increased.  But  when  sales  grow  with  the  reduction  of  price, 
we.  cannot  be  sure  that  the  additional  purchases  are  not  the 
result  of  a  latent  demand  which  existed  before  the  sellers 
decided  to  cut  the  price. 

Supply  and  Supply  Schedules.  In  preceding  sections  we  have 
stressed  the  point  that  demand  does  not  mean  merely  amount 
purchased  and  that  it  should  not  be  taken  to  mean  readiness 
to  purchase  a  given  amount  unless  the  price  at  which  potential 
buyers  are  willing  to  take  that  amount  is  also  stated.  The 
same  points  must  be  borne  in  mind  in  analyzing  the  concept 
of  supply.  There  are,  it  is  true,  instances  in  which  stocks  of 
goods  are  thrown  upon  the  market  to  be  sold  at  auction  to  the 
highest  bidder.  But  in  these  instances  the  price  at  which  the 
goods  are  offered  before  the  sale  opens  is  any  price  above  zero. 
Actually  there  are  occasions  on  which  goods  are  so  offered. 
But  usually  the  sellers  have  one  or  more  other  opportunities 
to  dispose  of  their  stocks  if  the  auction  does  not  call  out 
buyers  at  higher  prices.  Hence  we  conclude  that,  as  in  the 
case  of  demand,  supply  always  implies  a  relationship  between 
amount  and  price.  "Supply  ”  is  therefore  defined  as  the  amount 
one  seller  or  a  group  of  sellers  stand  ready  to  offer  during  a  given 
time,  in  a  given  market,  at  a  given  price.  The  amount  one 


DEMAND  AND  SUPPLY 


115 


seller  will  offer  is  an  individual  supply,  and  the  amount  all  the 
sellers  taken  together  will  offer  is  a  collective  supply. 

The  price  at  which  any  seller  stands  ready  at  any  time  to 
offer  a  given  amount  of  any  good  is  his  supply  price  for  that 
amount.  And  the  price  at  which  all  the  sellers  in  the  market 
stand  ready  to  offer  a  given  amount  is  the  market,  or  col¬ 
lective,  supply  price.  The  individual-supply  schedule  is  a 
list  of  the  varying  amounts  an  individual  stands  ready  to 
offer  for  sale  at  different  prices.  The  collective-supply  sched¬ 
ule  for  any  commodity  is  made  up,  like  the  collective-demand 
schedule,  of  the  individual  schedules.  When  supply  schedules 
are  represented  by  supply  curves,  it  is  found  that  instead  of 
slanting  downward  from  left  to  right  the  curves  slant  upward 
from  left  to  right ;  that  is,  as  price  rises,  the  tendency  is  for 
offers  to  become  more  numerous  and  for  more  and  not  fewer 
goods  to  be  put  upon  the  market. 

Supply  schedules  and  curves  for  different  sellers  of  the 
same  good  are  usually  somewhat  unlike,  just  as  the  demand 
schedules  of  different  buyers  are  unlike.  Hence  the  collective- 
supply  schedule  is  a  composite  of  unlike  and  divergent  indi¬ 
vidual  schedules.  The  supply  schedules,  both  individual  and 
collective,  for  different  goods  are  also  unlike ;  that  is,  a  given 
increase  or  decrease  in  the  prices  of  several  goods  will  cause 
the  amounts  offered  to  increase  or  decline  in  different  propor¬ 
tions.  The  differences  between  individual  schedules  are  illus¬ 
trated  in  Table  IX,  in  which  A,  B,  and  C  are  amounts  of  the 
same  good  offered  by  different  sellers  in  the  same  market. 

Table  IX.  Individual-Supply  Schedules 


10 

20 

30 

40 

50 

60 

70 


Price 


Supply  A 


Supply  B 


Supply  C 


2000 

2500 

3000 

3500 

4000 

4500 

4500 


2000 

2000 

2000 

2250 

2500 

2500 

2500 


5000 

5000 

5000 

5000 

5000 

5000 

5000 
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In  the  case  of  highly  perishable  goods  already  in  the  con¬ 
sumers’  market  the  sellers  can  scarcely  be  said  to  have„sugply 
schedules.  Any  amount  of  the  good  they  happen  to  have  on 
hand  they  must  either  sell  or  allow  to  spoil.  If  competition 
is  perfect,  they  will  sell  the  entire  stock  for  whatever  price 
it  will  bring.  This  conclusion  appears  to  be  contrary  to  fact, 
since  it  often  happens  that  dealers  in  perishable  goods  main¬ 
tain  their  established  prices  and  sell  whatever  quantity  they 
can,  allowing  the  remainder  to  spoil.  And  it  is  argued  that 
this  course  is  pursued  by  the  dealers  because  (1)  it  is  more 
profitable  for  them  to  sell  a  smaller  amount  at  a  higher  price 
than  they  could  obtain  for  their  entire  stock  and  (2)  because 
they  are  afraid  of  "spoiling  the  market.”  The  first  reason 
requires  for  its  validity  an  assumption  that  competition  is  far 
from  perfect.  Wholesale  dealers  in  fresh  fruits  might  indeed 
find  it  more  profitable  to  sell  three  fourths  of  their  supply  at 
a  price  of  five  dollars  a  unit  than  the  entire  stock  at  three 
dollars  a  unit.  But  if  every  wholesale  dealer  in  a  large  mar¬ 
ket  had  equal  access  to  every  retailer  and  if  every  retailer 
had  immediate  access  to  the  consumers  of  several  of  his 
competitors,  no  dealer  could  sell  any  of  his  supply  at  five 
dollars ;  for  so  long  as  there  existed  any  unsold  stock  in  the 
hands  of  any  dealer,  he  would  try  to  take  business  away 
from  his  competitors  by  lowering  the  price  a  trifle.  But  the 
competitors  would  reply  by  lowering  theirs  a  bit  more  than 
his,  and  the  final  result  would  be  the  fixing  of  a  wholesale  price 
at  three  dollars.  Why,  then,  do  we  find  that  dealers  maintain 
prices  and  allow  goods  to  spoil?  The  answer  is  that  each 
wholesaler  has  a  line  of  retailers  to  whom  he  sells  regularly, 
and  each  retailer  has  a  group  of  consumers  who  customarily 
patronize  his  store.  If  the  wholesalers  find  that  they  have 
overbought,  they  tend  to  sell  what  they  can  at  the  established 
price  or  a  little  below,  because  that  policy  yields  them  a 
higher  gross  return  and  a  higher  profit,  as  will  be  explained 
presently.  They  know  that  other  wholesalers  cannot  quickly 
invade  their  line  of  retailers  and  take  away  the  business.  The 
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retailer  does  not  have  established  relations  with  many  whole¬ 
salers,  and  he  must  buy  perishable  commodities  almost  daily 
and  in  small  amounts.  For  both  reasons  he  tends  to  take 
these  commodities  from  the  wholesaler  at  the  latter’s  price, 
regulating  the  amount  he  takes  according  to  the  amount  he 
thinks  he  can  sell  at  the  wholesale  price  plus  his  customary 
margin. 

But  this  condition  of  static  price  cannot  continue  indefi¬ 
nitely.  The  growers  will  bring  the  commodities  to  the  whole¬ 
sale  market  as  long  as  they  can  obtain  a  price  which  will 
cover  costs  of  harvesting  and  transportation.  The  whole¬ 
salers  will  presently  lower  their  buying  price,  and  the  con¬ 
sumer  will  buy  at  a  price  somewhere  near  the  price  which 
will  clear  the  market.  The  one  condition  that  will  prevent 
the  tendency  toward  the  market-clearing  price  is  the  exist¬ 
ence  of  a  monopolistic  agreement  among  the  growers.  If  this 
occurs,  it  is  entirely  possible  that  considerable  quantities  of 
perishable  foodstuffs  will  annually  be  allowed  to  go  to  waste. 
But  here  again  the  quantity  will  not  continue  to  be  very  large, 
because  the  growers  will  limit  their  production  to  avoid  the 
cost  of  producing  the  amount  which  is  wasted. 

The  phrase  "spoiling  the  market”  means  that  the  seller 
may  change  the  consumers’  habits  of  consumption  and  their 
buying  behavior  to  his  disadvantage.  For  some  commodities 
the  consumer  comes  to  have  in  mind  a  price  at  which  he 
will  buy  freely,  another  price  at  which  he  will  buy  sparingly, 
and  still  another  at  which  he  will  not  buy  at  all.  And  these 
prices  are  much  affected  by  his  experience  in  the  past.  If  the 
consumer  has  been  accustomed  to  buy  a  fresh  fruit  in  season 
at  from  15  cents  to  20  cents  a  quart,  and  if  for  a  period  of  a 
week  the  price  drops  to  10  cents,  the  dealers  may  have  dif¬ 
ficulty  in  selling  to  the  same  consumers  the  following  week 
at  15  cents  or  20  cents.  Here  we  encounter  a  very  complex 
problem.  Account  must  be  taken  of  the  income  of  the  typi¬ 
cal  consumer,  the  number  of  substitutes  for  the  particular 
good  in  question,  the  stability  of  price  in  the  past,  — -  that  is, 


118 


PRINCIPLES  OF  ECONOMICS 


whether  the  consumer  has  been  accustomed  to  pay  rather 
stable  prices  for  this  good  or  has  been  accustomed  to  pay 
varying  prices,  —  the  extent  of  competition  among  retailers, 
and  many  other  facts. 

Some  goods  which  do  not  deteriorate  physically  are  subject 
to  rapid  deterioration  of  utility  with  the  passage  of  time. 
Such  "style  goods"  as  articles  of  dress  are  the  stock  instances. 
A  retailer  who  has  purchased  a  stock  of  goods  of  this  char¬ 
acter  must  sell  it  before  the  style  changes  or  the  season  in 
which  it  is  wanted  has  passed.  And  here  again  the  supply 
is  fixed  to  a  great  extent,  and  the  seller  must  take  what  he 
can  get.  Likewise  the  dealer  will  try  to  protect  himself  by 
maintaining  prices  and  by  allowing  some  of  the  commodity 
to  be  held  past  its  season. 

There  is  of  course  a  tendency  for  manufacturers  and  dealers 
of  all  sorts  to  place  themselves  in  a  position  where  they  can 
either  withhold  goods  from  the  market  if  the  prices  are  deemed 
too  low  or  augment  stocks  if  prices  are  found  to  be  higher  than 
expected.  Refrigeration  helps  to  accomplish  these  ends  for 
such  goods  as  perishable  foods,  and  larger  storage  facilities 
at  central  marketing  points  do  the  same  for  nonperishable 
goods  of  all  sorts.  For  some  kinds  of  manufactured  com¬ 
modities  surplus  factory  capacity  —  that  is,  a  surplus  rela¬ 
tive  to  normal  requirements  —  serves  the  same  ends. 

For  relatively  durable  goods  not  affected  by  changes  in 
style,  supply  schedules  of  some  range  do  exist.  A  farmer 
must  of  course  sell  his  crops  sometime  during  the  year  fol¬ 
lowing  the  harvest.  But  he  may  distribute  his  sales  within 
this  time  according  to  his  judgment  of  the  profitableness  of 
selling  at  one  time  rather  than  another  and  according  to  the 
cost  and  convenience  of  marketing  crops  at  one  time  rather 
than  another.  Still  another  consideration  that  may  affect  his 
decision  to  sell  is  his  need  for  funds  to  pay  outstanding  debts 
incurred  in  producing  the  crops.  Hence  he  may  sell  a  part  of 
his  wheat  direct  from  the  thresher,  reserving  the  rest  until  he 
thinks  the  price  is  the  best  that  he  is  likely  to  get. 
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In  case  the  goods  are  durable  finished  commodities  or  half- 
manufactured  goods,  supply  schedules  exist;  but  they  are 
doubtless  much  restricted  under  competitive  conditions.  For 
although  the  goods  are  not  perishable  in  a  physical  sense, 
producers  and  dealers  do  not  wish  to  hold  them  very  long  in 
storage  because  by  so  doing  they  incur  the  risk  of  a  decrease 
in  price  and  because  storage  and  interest  charges  accumulate 
while  the  goods  are  held  in  stock.  Hence  when  dealers  are 
confronted  with  a  drop  in  the  prices  of  particular  wares,  they 
ordinarily  sell  the  stocks  they  have  on  hand  for  whatever 
prices  they  will  bring.  It  is  also  to  be  observed  that  a  sud¬ 
den  unanticipated  increase  in  the  demand  for  a  given  com¬ 
modity  will  not  always  quickly  call  forth  a  larger  volume  of 
goods.  The  flow  of  commodities  into  the  market  is  regulated 
in  advance  by  the  producers,  and  time  is  required  to  make 
additions  to  the  rate  at  which  they  are  fed  into  the  market. 

There  are  certain  goods  and  services  for  which  the  supply 
schedules  are  very  extensive ;  that  is,  they  run  through  a  wide 
range  of  prices  and  amounts.  Dwelling  houses,  used  auto¬ 
mobiles,  furniture,  and  other  goods  which  are  frequently 
offered  for  sale  by  consumers  who  have  the  alternative  of 
selling  or  using  them  are  commonly  offered  at  greatly  vary¬ 
ing  prices.  Because  different  people  are  certain  to  attach  to 
these  goods  different  values  for  personal  use,  there  is  less 
uniformity  than  in  a  market  where  only  dealers  are  sellers. 
The  supply  schedule  for  labor  is  also  extensive.  Here  the 
wage  rate  is  weighed  against  the  irksomeness  of  labor.  At 
low  wages  (low  relative  to  the  established  rate)  many  laborers 
refuse  to  work  at  all  and  others  refuse  to  work  as  many  days 
in  the  month,  whereas  higher  wages  call  forth  more  workers 
and  induce  many  men  to  work  overtime  and  more  days  in 
the  month. 

In  Fig.  8  on  page  120  are  plotted  three  schedules  of  supply 
shown  in  Table  IX  on  page  115.  The  perpendicular  lines  ex¬ 
tending  from  the  termini  of  curves  A  and  B  serve  only  to  show 
that  after  certain  prices  have  been  reached,  amount  ceases  to 
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vary  with  price.  In  the  case  of  supply  C,  the  amount  is  fixed 
and  there  is  no  covariation  and  no  curve,  but  simply  an 
ordinate ;  that  is,  a  perpendicular  line  extending  indefinitely 
above  the  axis  OX. 

The  Determination  of  Supply.  In  our  discussion  of  the  types 
of  supply  schedules,  we  noted  that  sometimes  a  stock  of  goods 
is  thrown  upon  the  market  to  bring  whatever  the  buyers  will 


give  for  it.  This  is  sometimes  called  supply 
tion,  because  no  part  of  the  stock  is  withheld  if  the  price 

is  unprofitably  low.  In  many  other 
cases  sellers  do  reserve  goods ;  that 
is,  they  hold  them  at  certain  prices 
below  which  they  refuse  to  sell.  The 
conditions  which  govern  the  fixing  of 
dealers’  supply  prices  are  very  com¬ 
plex,  and  we  cannot  go  into  them  at 
length  at  this  point.  Briefly  stated, 
the  following  are  the  most  important : 

(1)  dealers’  estimates  of  the  prices 
consumers  will  probably  pay  for  the  amounts  available  now 
and  at  a  near  future  date;  (2)  dealers’  estimates  of  the 
amounts  of  the  good  that  will  come  upon  the  market  in  the 
near  future ;  (3)  the  prices  of  substitute  goods ;  (4)  present  and 
probable  future  costs  of  selling  and  storage ;  (5)  the  prices  at 
which  competitors  now  offer,  or  are  likely  to  offer,  the  good 
in  the  near  future ;  (6)  present  and  future  estimated  cost  of 
buying  goods  from  other  dealers  or  producers. 

The  seller  in  a  modern  competitive  market  must  be  pre¬ 
pared  to  change  the  reservation  prices  he  has  set  upon  his 
stocks;  for  such  reservation  prices  are  largely  estimates  on 
the  part  of  the  seller  of  the  prices  the  market  will  pay  for 
the  goods.  But  no  one  can  predict  these  prices  accurately 
in  advance  of  actual  experience.  Neither  the  exact  demand 
prices  of  the  buyers  nor  the  number  of  people  who  will  buy 
can  be  forecast,  and  the  amounts  of  goods  in  the  hands 
of  manufacturers,  competing  dealers,  and  other  marketing 
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agencies  cannot  be  easily  or  accurately  ascertained.  The 
supplies  of  substitutes  and  the  degree  to  which  substitution 
can  take  place  are  also  indeterminate.  The  practical  method 
of  pricing  seems  to  be  that  of  "cut-and-try.”  If  the  price 
which  is  first  tried  is  too  high,  few  goods  will  move ;  and  that 
is  sufficient  warning  to  the  sellers  to  reduce  prices.  It  often 
happens  that  they  must  reduce  them  so  low  that  the  goods 
they  have  stocked  become  the  occasions  of  loss*  If  this  is  the 
case,  smaller  quantities  will  be  stocked  in  the  future ;  and  in 
the  long  run  the  goods  will  either  sell  for  enough  to  enable 
manufacturers  and  dealers  to  make  and  handle  them  profit¬ 
ably  or  they  will  disappear  from  the  market. 

The  difficulty  of  ascertaining  in  advance  the  proper  reserva¬ 
tion  prices  causes  the  supply  schedules  of  many  goods  to  be 
extremely  variable.  There  may  be  no  such  thing  as  a  stable 
price.  In  other  lines,  particularly  in  the  sale  of  branded  goods 
and  small  wares,  reservation  prices  change  only  infrequently, 
the  manufacturer  preferring  to  regulate  the  supply  so  as  to 
feed  the  market  at  a  rate  which  will  maintain  the  established 
price.  The  reservation  prices  attached  to  goods  or  services 
offered  for  sale  by  monopolies  are  also  likely  to  be  stable. 

Changes  in  Supply.  Increase  in  supply-means  that  more 
goods  are  offered  at  a  given  price  than  before  the  increase  took 
place,  whereas  a  decrease  in  supply  means  that  fewer  goods 
are  offered  at  the  given  price.  An  increase  or  a  decrease  of 
supply  at  one  price  in  the  supply  schedule  usually  means  that 
the  supply  has  increased  or  decreased  at  adjacent  prices ;  and 
it  is  true  for  supply,  just  as  for  demand,  that  a  change  in  the 
schedule  at  a  given  price  point  usually  involves  changes  for 
other  near  price  points.  Hence  an  increase  of  supply  is  illus¬ 
trated  graphically  by  placing  the  supply  curve  farther  to  the 
right  and  below  its  original  position,  a  decrease  by  placing  it 
farther  to  the  left  and  above  its  original  position.  But  it  must 
be  remembered  that  because  the  supply  curve  (or  schedule) 
has  changed  for  certain  prices,  it  does  not  always  follow  that 
it  has  changed  for  all  prices. 
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STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Can  the  price  of  a  good  change  without  a  change  in  its  value? 
How? 

2.  It  is  often  said  that  a  good  cannot  have  two  prices  in  the  same 
market  at  the  same  time.  Under  which  conditions  is  this  statement 
correct?  Under  which,  if  any,  is  it  not  correct? 

3.  The  sales  of  automobiles  have  increased  greatly  since  1917. 
What  facts  can  be  given  to  show  that  this  increase  is  not  entirely 
owing  to  an  increase  in  demand  ?  , 

4.  State  whether  you  should  expect  the  collective  demand  for  the 
following  goods  to  be  elastic  or  inelastic:  (1)  gasoline,  (2)  cotton 
cloth,  (3)  tobacco,  (4)  a  popular  novel.  Give  reasons. 

5.  What  is  meant  by  "the  continuity  of  the  demand  curve”?  List 
several  articles  for  which  the  individual  demand  is  not  continuous; 
for  which  it  is  continuous. 

6.  Are  rapid  changes  in  demand  desirable  or  undesirable  from  the 
standpoint  of  producers? 

7.  Are  changes  in  supply  desirable  or  undesirable  from  the  stand¬ 
point  of  the  consumers,  if  it  is  assumed  that  the  average  supply  price 
for  a  commodity  remains  the  same  ? 
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Reserved  and  Unreserved  Supply.  The  supply  of  a  good 
is  reserved  if  the  seller  offers  it  for  sale  at  a  predetermined 
price.  And  the  price  which  the  seller  sets  upon  such  a  reserved 
supply  is  called  the  reservation  price.  In  order  that  sellers 
may  reserve  their  supplies  and  set  reservation  prices  upon 
them,  they  must  be  able  to  hold  back  their  stocks  if  prices  are 
in  their  judgment  too  low,  and  to  push  them  forward  when 
prices  are  satisfactory.  .Reservation,  implies,  therefore,  the 
.existence  of  storage  facilities  and  waiting  power  on  the  part 
of  the  sellers. 

The  supply  of  a  good  is  jA.niese.rved  if  the  sellers  throw  it 
upon  the  market  without  setting  any  price  whatever  upon  it. 
Often  reservation  prices  are  not  made  public.  The  sellers 
simply  ask  the  prospective  buyers,  "What  will  you  give  for 
this  commodity  ?”  But  in  a  majority  of  these  cases  those  who 
offer  the  commodity  have  privately  determined  that  if  the 
price  does  not  meet  their  expectations,  they  will  reserve  their 
stocks  either  until  the  price  rises  to  what  they  are  willing  to 
take  or  until  their  reservation  price  has  been  proved  too  high. 

Price  without  Reservatjon-af. Supply.  The  determination  of 
price  without  reservation  is  the  simplest  price  phenomenon 
encountered  in  the  market,  and  in  many  markets  it  is  nearer 
the  actual  conditions  than  is  the  assumption  of  reservation 
of  supply.  Hence  the  making  of  price  without  reservation  will 
be  explained  before  the  more  complicated  problem  of  price 
with  reservation. 

The  conditions  of  price-making  without  reservation  are 
as  follows:  (1)  the  demand  for  the  good  is  given,  and  (2)  a 
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given  quantity  of  the  good  whose  price  is  being  studied  is 
thrown  on  the  market  to  sell  for  whatever  it  will  fetch,  any 
price  above  zero  being  acceptable  to  the  sellers.  The  first 
effect  of  throwing  an  unreserved  supply  into  the  market 
depends  upon  whether  the  buyers  have  more  or  less  complete 
information  of  the  quantity  being  offered.  If  they  believe 
that  the  quantity  is  small,  they  may  pay  high  prices  for  a 
time  and,  when  the  amount  of  the  good  becomes  known, 

lower  their  bids  for  it.  It  may 
also  happen  that  they  have 
overestimated  the  supply  and 
that  the  initial  low  price  will 
be  followed  by  higher  prices 
later  on.  But  when  this  pre¬ 
liminary  higgling  has  estab¬ 
lished  the  actual  amounts  for 
sale,  price  will  settle  down  to 
a  more  stable  level.  It  is  with 
the  stable  level  that  we  are 
here  concerned. 

If  the  demand  for  a  good  is 
given  and  if  a  definite  quantity  is  offered  for  whatever  it  will 
bring,  then  the  leveL  toward  which  the  higgling  will  tend  to 
drive  price  is  determined  by  the  collective-demand  schedule 
for  that  market  and  by  the  amount  offered. 

In  Fig.  9  the  demand  schedule,  which  is  represented  by 
DD,  varies  from  100  units  at  $2  to  2000  units  at  20  cents.  If, 
now,  the  sellers  throw  500  units  on  the  market  without  setting 
a  reservation  price,  the  good  will  sell  for  $1  a  unit,  and  the 
gross  receipts  from  that  amount  will  be  $500.  If  1000  units 
are  offered,  the  price  will  be  50  cents  a  unit  and  the  gross 
receipts  $500,  or  exactly  the  same  as  though  500  units  had 
been  sold.  And  if  2000  units  are  offered,  the  price  will  be 
20  cents  and  the  gross  only  $400,  or  $100  less  than  if  one  fourth 
that  quantity  had  been  marketed. 

It  is  evident  that  when  the  demand  schedule  is  fixed,  — 
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that  is,  does  not  move  to  the  right  or  the  left  in  terms  of  the 
diagram,  —  any  increase  in  the  amount  offered  will  lower  the 
price,  and  any  decrease  will  raise  the  price.  These  conclusions 
follow  from  the  fact  that  the  demand  curve  always  slants 
outward  from  OY  and  downward  toward  OX.  In  the  illustra¬ 
tion  it  appears  that  a  large  amount  not  only  brings  a  smaller 
price  per  unit,  but  also  a  smaller  gross  return.  But  this  is  not 
always  the  case.  In  the  first  place,  the  smallest  amount  that 
could  be  sold  with  demand  as  represented  in  Fig.  9  —  100  units 
—  will  sell  for  $2  a  unit  and  yield  a  gross  return  of  only  $200, 
which  is  less  than  if  500  units  had  been  offered.  A  more  careful 
inspection  of  the  prices  at  which  various  amounts  can  be  sold 
shows  that  the  maximum  gross  is  received  by  the  sellers  when 
approximately  700  units  are  sold  for  a  price  of  75  cents,  which 
will  return  $525  gross.  Any  amount  in  excess  of  700  units 
yields  less  in  total  money  return,  and  any  amount  below  700 
will  do  the  same.  The  reason  for  this  condition  is  plain.  Gross 
receipts  are  the  product  of  price  and  amount,  and  at  either 
end  of  the  demand  curve  one  of  the  two  factors  —  price  or 
amount  —  approaches  zero,  and  their  product  also  becomes 
zero.  At  the  upper  end  of  the  curve,  price  is  very  high,  but 
only  a  negligible  quantity  can  be  sold  ;  at  the  lower  end,  large 
amounts  can  be  sold,  but  the  price  becomes  very  low.  Hence 
it  follows  that  between  the  two  extremes,  at  some  mid-point 
in  both  price  and  amount,  the  gross  receipts  will  be  at  a 
maximum. 

This  conclusion  applies  to  all  goods  sold  in  markets  where 
the  demand  schedule  has  definite  limits.  If  any  good  were  an 
absolute  necessity  of  life,  its  demand  schedule  would  show  that 
indefinitely  high  prices  would  be  paid  for  small  amounts,  since 
life  itself  would  depend  upon  it.  The  demand  curve,  instead 
of  meeting  OY,  would  become  nearly  parallel  to  it  and  extend 
upward  indefinitely.  Under  this  condition  a  relatively  small 
amount  would  bring  a  fabulously  high  price  and  yield  the 
maximum  gross  receipts.  This  condition  of  demand  is  shown 
by  the  curve  EE  in  Fig.  10. 
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The  opposite  situation  to  the  one  just  described  would  be 
encountered  if  it  was  assumed  that  at  low  prices  the  demand 
curve  flattened  out  and  became  parallel  to  OX.  Curve  DD 
in  Fig.  10  shows  that  the  larger  the  amount  put  upon  the 
market  the  larger  will  be  the  gross  receipts.  Even  though  the 
price  falls  with  each  increase  in  sales,  it  falls  slowly  while 
amount  increases  rapidly.  Of  course  there  is  no  commodity 
whose  demand  is  so  elastic  that  after  a  certain  point  has  been 
reached  amounts  taken  increase  very  greatly  and  indefinitely 

with  each  minute  decline  in 
price.  All  demand  schedules 
reach  zero  price  much  short  of 
the  point  where  more  than  a 
small  proportion  of  the  nation’s 
productive  energy  can  be  de¬ 
voted  to  any  single  good. 

But  it  is  not  contrary  to  fact 
to  say  that  at  certain. .points 
in  the  demand  schedules  for 
some  commodities  the  amounts 
buyers  stand  ready  to  take  in¬ 
crease  so  rapidly  with  small 
changes  in  price  that  gross  receipts  also  increase  rapidly.  -If 
the  demand  for  a  good  is  sufficiently  elastic  between  two  price 
points,  gross  receipts  must  increase.  Such  a  condition  of  elas¬ 
ticity  depends  on  the  possibility  of  direct  substitution  of  the 
good  for  one  or  more  other  goods  by  a  large  number  of  people. 
But  when  this  condition  applies  to  a  certain  good,  it  must  be 
true  not  only  that  the  good  is  readily  accepted  by  the  con¬ 
sumer  in  place  of  other  goods  but  also  that  the  producers  of 
the  other  goods  cannot  reduce  their  prices  enough  to  prevent 
the  substitution. 

The  effect  of  high  elasticity  upon  price  and  gross  receipts 
must  be  sharply  distinguished  in  this  analysis  from  the  effect 
of  increasing  demand.  In  Fig.  11  the  demand  schedule  moves 
from  an  original  position  DD  to  D'D'  and  D"D",  the  latter 
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two  positions  both  representing  increases  in  demand  at  all 
points  on  the  demand  schedule.  When  the  demand  is  at  DD, 
500  units  sell  for  $1  and  gross  receipts  are  $500 ;  when  it  is 
at  D'D' ,  1000  units  sell  for  $1  and  gross  is  $1000 ;  and  when 
it  is  at  D"D ",  1500  are  sold  and  gross  is  $1500.  The  conditions 
represented  in  Fig.  11  are  quite  different  from  those  illus¬ 
trated  in  Figs.  9  and  10.  In  the  latter  two  figures  the  demand 
was  assumed  to  remain  constant  while  the  amount  offered  in¬ 
creased  or  decreased.  In  Fig.  11  both  The  demand  and  the 
/ amount  offered  have  changed, 

;  and  as  a  result  of  this  double 
\  change  the  price  has  remained 
the  same.  But  the_  stability  of 
price  is  due  solely  to  the  fact 
that  both  the  demand  and  the 
amount  offered  have  changed. 

If  the  amount  had  lagged  be¬ 
hind  demand*  price  would  have 
risen;  if  it  had  outstripped  de¬ 
mand,  price  would  have  fallen. 

Such  increases  in  demand  as 

are  presented  in  Fig.  11  result  from  the  natural  growth  of 
population,  from  immigration,  from  an  increase  in  the  national 
income,  or  from  changes  in  habits  of  consumption  which  in¬ 
volve  the  abandonment  of  some  commodities  and  the  adop¬ 
tion  of  others.  But  these  are  all  dynamic  changes  which  do 
not  happen  within  a  short  range  of  time.  In  a  short  period  of 
time  the  sellers  do  not  have  the  choice  of  selling  either  500  or 
1000  units  at  $1  a  unit.  Having  produced  either  quantity  and 
being  unable  to  reserve  supply,  they  must  sell  for  the  price 
which  is  determined  by  the  collective-demand  schedule. 

Thus  far  in  the  discussion  we  have  assumed  that  goods  are 
thrown  upon  the  market  without  reservation  —  without  any 
price  set  upon  them  by  the  sellers.  It  may  well  be  objected 
that  sellers  practically  never  do  this.  Although  the  sellers  usu¬ 
ally  set  up,  either  openly  or  in  their  own  minds,  the  minimum 
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prices  they  are  ready  to  accept  for  different  amounts  of  the 
goods  they  sell,  several  conditions  actually  encountered  in 
economic  life  detract  somewhat  from  the  significance  of  reser¬ 
vation  prices.  In  the  first  place,  the  sellers  may  be  unable 
to  forecast  the  demand.  They  may  expect  that  it  will  be  suf¬ 
ficient  to  carry  off  1000  units  at  $1  and  produce  $1000  gross ; 
but  when  this  amount  is  brought  to  market,  it  may  be  found 
that  instead  of  being  at  D'D'  (Fig.  11)  demand  is  at  DD  and 
the  stock  which  has  been  produced  must  be  sold  for  a  gross  of 
$500.  If  this  is  the  case,  it  is  futile  for  the  sellers  to  hold  the 
good  at  $1,  provided  it  is  necessary  to  dispose  of  the  entire 
stock  within  the  period  of  time  to  which  the  demand  curve 
DD  is  applicable  and  provided  competition  exists.  But  if  the 
good  is  durable  and  if  future  production  can  be  controlled,  the 
sellers  may  find  it  more  profitable  to  offer  something  between 
500  and  1000  units  and  hold  the  remainder  for  a  higher  price 
in  the  future.  If  the  future  supply  cannot  be  controUed_pr  if 
the  stock  is  perishable,  they  must  take  50  cents.  To_be  sure, 
reservation  prices  will  be  attached  to  the  good  in  either  case, 
but  in  the  latter  they  are  derived  entirely  from  the  demand  as 
shown  by  the  prices  at  which  consumers  are  willing  to  buy: 
For  example,  farmers  cannot  store  more  than  a  small.. portion 
of  any  crop.  If  in  any  given  year  the  wheat  crop  happens  to 
be  unusually  large,  it  must  be  sold  for  the  price  which  is  deter¬ 
mined  by  the  world  demand  for  wheat  and  by  the  amount  of 
the  harvests  in  all  the  wheat-producing  areas  of  the  world. 
A  small  amount  can  be  held  in  storage ;  but  since  next  year’s 
planting  cannot  be  reduced  materially  and  since  next  year’s 
yields,  which  depend  largely  on  the  weather,  cannot  be  effec¬ 
tively  controlled,  this  procedure  is  not  of  material  benefit. 

The  danger  from  excessive  production  is  not  confined  to 
agriculture.  Within  a  short  period  of  time  the  market  for 
many  commodities  is  limited.  Demands  do  not  have  a  high 
degree  of  variability,  because,  among  other  reasons,  consump¬ 
tion  is  so  greatly  controlled  by  habit  and  custom.  Hence  the 
principles  of  price  which  apply  to  supply  without  reservation 
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are  significant  for  price  analysis  in  all  types  of  production. 
The  sellers’  supply  curves  for  short  periods  of  time  are  short 
and  are  largely  the  results  of  variations  in  the  estimates  of 
sellers  as  to  the  rate  at  which  goods  are  flowing  to  the  market 
and  the  rate  at  which  buyers  are  willing  to  consume. 

The  Significance  of  Supply  Prices.  The  system  of  qmfornt 
prices  for  all  buyers,  which  has  now  superseded  the  older  sys¬ 
tem  of  individual  bargaining  throughout  retail  trade  in  the 
United  States,  is  essentially  a  device  for  economy  and  for 
retaining-  goodwill.  It  eliminates  time  formerly  wasted  in 
•^.making  individual  bargains;  and  it  pleases  the  buyer,  who 
likes  to  believe  that  he  is  receiving  equal  treatment  with  all 
the  other  patrons  of  the  store.  The  buyer  must  pay  the  mer¬ 
chant’s  price  or  go  without  the  good.  This  system  givesThe 
appearance  of  greater  power  to  control  price  than  the  seller 
actually-  possesses,  but  it  must  be  remembered  that  a  seller 
cannot  maintain  a  predetermined  price  unless  he  can  also 
limit  the  amount  the  entire  market  offers  for  sale.  If  the  con¬ 
sumers  do  not  want  to  pay  the  price  asked,  they  can  easily 
force  the  seller  to  reduce  it  by  refusing  to  buy. 

The  actual  control  over  prices,  which  the  seller  exercises 
Q  quite  as  much  as  the  buyer,  arises  from  the  control  of  quan¬ 
tities  and  not  from  the  power  to  set  reservation  prices.  Only 
when  the  seller  has  correctly  adjusted  his  offered  amounts  to 
the  prices  he  asks,  can  these  prices  be  maintained.  Hence, _il_ 
any  producer  wishes  to  control  price,  he  must  limit  the  amount 
of  goods  offered  for  sale.  Practically  all  consumers’  goods  and 
many  producers’  goods  are  fed  into  the  market  at  rates  which 
the  sellers  believe  will  maintain  certain  prices.  But  the  main¬ 
tenance  of  these  prices  frequently  fails,  because  it  is  often  im¬ 
possible  for  manufacturers  and  merchants  to  control  the  total 
amounts  offered  for  sale  and  because  the  demand  is  very  often 
incorrectly  forecast. 

Market  Price  with  Reservation  of  Supply.  In  the  preceding 
sections  it  was  shown  that  the  establishment  of  reservation 
prices  results  in  the  supply  schedule  and  the  supply  curve. 
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The  supply  schedule  represents  the  amounts  that  sellers  stand 
ready  to  sell  at  varying  prices,  and  the  demand  schedule  the 
amounts  that  buyers  stand  ready  to  buy  at  the  same  prices. 
When  amounts  offered  for  sale  in  any  market  are  regulated  by 
reservation  of  supply,  the  price  at  which  the  good  sells  depends 
upon  the  relationship  of  the  demand  schedule  and  the  supply 
schedule.  In  Table  X  the  schedules  of  demand  and  supply 
show  how  market  price  is  determined  under  these  conditions. 

Table  X 


Price  (Cents  per  Unit) 

Demand  Schedule 
(Units) 

Supply  Schedule 
(Units) 

11 . 

700 

2300 

10 . 

900 

2150 

9 . 

1100 

2000 

8 . 

1400 

1850 

7 . 

1700 

1700 

6 . 

2000 

1450 

5 . 

2600 

1250 

4 . 

4000 

950 

At  the  relatively  high  price  of  11  cents  the  rate  of  flow  of 
goods  to  the  market  is  more  rapid  than  the  rate  at  which  con¬ 
sumers  are  willing  to  buy,  and  at  the  relatively  low  price  of 
5  cents  the  amount  the  consumers  stand  ready  to  take  far 
exceeds  the  amount  the  sellers  care  to  offer.  But  at  the  price 
of  7  cents  the  amount  sellers  offer  and  the  amount  consumers 
stand  ready  to  buy  are  exactly  equal.  This  is  the  only  price 
which  will  bring  about  an  equilibrium  between  demand  and 
supply.  There  is,  then,  in  any  given  market,  under  competi¬ 
tive  conditions,  a  single  price  at  which  demand  and  supply 
are  equal ;  if  any  other  price  happens  to  be  set  at  any  time, 
it  cannot  be  maintained.  Price  will  move  to  the  point  where 
demand  and  supply  are  equal. 

Effects  of  Changes  in  Demand;  Supply  Constant.  In  Fig.  12 
the  demand  and  supply  schedules  of  Table  X  are  represented 
by  the  curves  DD  and  SS.  The  equilibrium  price  is  seen  to  be 
7  cents,  or  NP,  and  the  amount  sold,  1700  units,  or  ON  units. 
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When  demand  increases  throughout  the  entire  schedule,  the 
new  equilibrium  (the  supply  schedule  remaining  the  same)’ is 
at  the  intersection  of  SS  with  D'D',  or  at  Q.  The  new  price 
is  MQ,  or  9  cents  a  unit,  and  the  amount  sold  is  OM,  or  about 
2000  units.  This  result  is  different  from  the  effect  of  an  in¬ 
crease  of  demand  when  supply  is  a  fixed  stock.  In  the  present 
illustration  an  increase  of  demand  with  only  1700  units  for  sale 
would  have  sent  the  price  to  about  10  cents  a  unit.  But  since 
the  sellers  were  willing  to  offer  2150  units  for  10  cents  a  unit  be¬ 
fore  the  rise  in  demand  took 
place,  the  price  would  not 
rise  to  10  cents  but  only  to  9 
cents.  It  can  readily  be  seen 
from  the  diagram  that  if  de¬ 
mand  declined  below  DD,  the 
price  would  fall.  But  it  would 
fall  less  if  the  sellers  were  in 
a  position  to  reserve  their 
stocks,  as  indicated  by  SS, 
than  if  the  amount  offered 
for  sale  were  not  reserved. 

Effects  of  Changes  in  Supply;  Demand  Constant.  An  increase 
in  supply  is  represented  by  S' S'.  If  demand  remains  at  DD 
when  this  change  in  supply  takes  place,  price  will  decline  to  LR, 
or  5^  cents.  The  amount  sold  will  increase  by  the  amount  NL. 
Again  it  is  self-evident  that  if  supply  should  decrease,  that  is, 
if  SS  should  move  to  a  position  above  and  to  the  left,  the  price 
would  rise  above  NP  and  fewer  than  ON  units  would  be  sold. 

Effects  of  Changes  in  Both  Demand  and  Supply.  If  demand 
and  supply  both  change,  as  represented  by  the  movement  of 
DD  and  SS  to  positions  D’D’  and  S' S',  the  new  price  is  KT, 
or  about  cents,  and  the  amount  sold  is  OK,  or  2600  units. 
When_both  demand  and  supply  are  changing,  the  effect  upon 
Brice  depends  on  the  extent  to  which  they  change  with  ref¬ 
erence  to  each  other.  .Ifdemand  increases  more  than  supply, 
price  will  rise ;  and  if  supply  increases  more  than  demand, 
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price  will  fall..  These  are  the  results  that  tend  to  follow  in  well- 
organized,  highly  competitive  markets.  When  competition  is 
very  imperfect  and  when  the  buyers  and  sellers  have  inade¬ 
quate  information  about  market  conditions,  great  change¬ 
fulness  of  demand  and  supply  leads  to  chaotic  movements  of 
price.  It  is  possible  for  an  increase  in  supply  that  is^  much 
greater  than  the  increase  in  demand  to  be  accompanied  jn 
portions  of  the  market  by  a  rise  instead  of  a  fall  in  price,  or 
at  least  a  decline  in  price  that  does  not  result  in  a_  deared 
market.  When  this  happens,  the  period  of  high  price  (high 
relative  to  actual  conditions  in  the  market)  is  followed  by  a 
compensating  decline  in  price  below  the  equilibrium  point. 
But  such  conditions  are  self-correcting.  The  sellers  finally  dis¬ 
cover  that  they  cannot  dispose  of  their  stocks  when  price  is 
too  high  and  that  they  cannot  supply  the  market  when  it  is 
too  low.  Hence  price  moves  more  or  less  rapidly  in  the  direc¬ 
tion  of  the  equilibrium  point. 

Marginal  Buyers  and  Sellers.  In  the  price-making  process 
certain  buyers  and  certain  sellers  are  likely  to  be  in  critical 
positions  with  respect  to  their  influence  upon  total  supply 
and  total  demand.  In  the  following  table  four  purchasers 
are  ready  to  bid  different  prices  for  one  unit  of  a  commodity, 
and  four  sellers  having  one  unit  each  are  ready  to  offer  the 
good  at  different  prices. 

A  will  buy  1  unit  at  $5.00  E  will  sell  1  unit  at  $2.00 

B  will  buy  1  unit  at  $4.00  F  will  sell  1  unit  at  $2.50 

C  will  buy  1  unit  at  $3.00  G  will  sell  1  unit  at  $3.00 

D  will  buy  1  unit  at  $2.00  H  will  sell  1  unit  at  $4.00 

Only  three  units  of  the  good  will  be  sold  at  a  price  of  $3, 
for  at  that  figure  the  total  amount  the  buyers  stand  ready  to 
take  is  exactly  equal  to  the  total  amount  the  sellers  stand 
ready  to  offer.  The  lowest  bid  of  $2,  by  D,  and  the  highest 
offer  of  $4,  by  H,  cannot  be  satisfied.  It  will  require  a  price 
of  $4  to  bring  H  into  the  market,  and  at  that  figure  four 
units  will  be  offered  and  only  two  bought ;  E,  F,  and  G  will 
cut  prices,  because  they  stand  ready  to  sell  at  less  than  $4 ; 
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and  when  price  reaches  $3,  buyer  C  will  come  in,  but  seller  H 
will  have  dropped  out.  Likewise  it  can  be  shown  that  if  the 
price  is  started  at  $2,  competition  among  the  buyers  will 
quickly  eliminate  buyer  D.  In  this  illustration  C  is  the  mar¬ 
ginal  buyer;  that  is,  he  is  the  buyer  who  is  most  sensitive 
to  a  rise  in  price  above  the  equilibrium  point  of  $3.  He  is  at 
the  margin,  or  limit,  of  the  demand  which  can  be  satisfied 
in  this  market,  and  any  rise  in  price  will  cause  him  to  drop 
out.  In  like  manner  G  is  the  marginal  seller,  because  he  is 
at  the  margin  of  the  supply,  and  any  decline  in  price  would 
cause  him  to  withdraw. 

It  must  not  be  supposed  that  either  C  or  G  determines  the 
market  price  by  setting  his  bid  or  offer  at  $3.  If  either  A  or  E 
withdrew  from  the  market,  a  new  price  would  be  established 
just  as  it  would  if  the  marginal  buyer  and  the  marginal  seller 
withdrew.  But  neither  A  nor  E  is  likely  to  withdraw,  because 
the  former  is  getting  for  $3  a  good  for  which  he  was  prepared 
to  pay  $5,  and  the  latter  is  selling  for  $3  when  he  would  have 
taken  $2  rather  than  not  sell  at  all.  The  portion  of  the  supply 
controlled  by  G  is,  therefore,  that  part  of  the  total  supply 
which  is  most  likely  to  be  cut  off  if  the  price  rises. 

When  the  total  demand  for  a  good  is  made  up  of  many 
bids,  and  when  the  total  supply  is  composed  of  many 
offers,  it  is  the  marginal  increments  of  demand  and  supply 
upon  which  attention  must  be  centered  in  attempting  to  fore¬ 
cast  price  changes.  In  Fig.  12  the  marginal  increment  of 
supply  (the  supply  being  represented  by  SS)  is  that  amount 
which  is  put  upon  the  market  with  a  reservation  price  of 
exactly  7  cents.  This  is  the  portion  of  the  total  supply  which 
would  be  withdrawn  if  the  price  decreased  below  7  cents. 
The  marginal  increment  of  demand  is  likewise  the  portion  of 
the  total  amount  demanded  which  buyers  would  withdraw  if 
the  price  increased  slightly  above  7  cents. 

The  marginal  supply  price  of  any  commodity  is  the  price 
aL  which  the  marginal  increments  of  supply  are  put  on  the 
market,  and  at  the  same  time  the  price  which  is  necessary 
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to  call  forth  these,  final  increments.  The  marginal  demand 
price  is  the  price  at  which  buyers  stand  ready  to  buy  .the-final 
increments  actually  purchased.  It  is  the  price  which  the 
buyers  think  it  just  worth  paying  for  the  final  increments 
purchased.  In  a  perfect  market  the  marginal  supply  price 
and  the  marginal  demand  price  exactly  coincide.  If  the  mar¬ 
ginal  increment  of  demand  proceeds  from  a  single  buyer, 
then  the  buyer  is  the  marginal  buyer.  But  many  buyers  may 
participate  in  the  marginal  increment  of  demand,  and  all  of 
them  may  reduce  their  purchases  slightly  if  the  price  rises. 
Similarly  the  marginal  increment  of  supply  may  be  furnished 
by  a  single  seller  or  by  several  sellers. 

Equilibrium  Prices  and  Actual  Prices.  In  the  preceding  sections 
the  theory  of  market  price  under  complete  and  free  competi¬ 
tion  has  been  explained.  In  this  explanation  certain  assump¬ 
tions  have  been  made  concerning  the  conditions  under  which 
the  selling  and  buying  take  place.  All  these  assumptions  are 
realized  only  if  the  most  highly  perfected  marketing  organiza¬ 
tion  prevails ;  but  if  the  organization  is  not  perfect,  some  of 
-  these  assumptions  will  fail  and  consequently  actual  price  will 
vary  from  the  equilibrium  price.  These  assumptions  must 
now  be  examined.  We  have  assumed  that  competition  is 
entirely  free,  that  each  seller  and  each  buyer  follows  his  own 
judgment  and  his  own  desires  in  determining  what  he  will 
ask  or  bid  for  a  commodity.  This  does  not  mean  that  he  is 
entirely  isolated  from  and  ignorant  of  the  actions  of  other 
buyers  and  sellers,  but  that  there  is  no  combination  or  col¬ 
lusion  among  buyers  or  sellers  for  the  purpose  of  coercing 
those  on  the  opposite  side  of  the  market.  The  extent  to 
which  such  competition  is  realized  in  actual  markets  depends 
upon  the  type  of  market,  —  whether  a  consumers’  or  pro¬ 
ducers’  market,  —  the  kind  of  good  dealt  in,  the  number  and 
size  of  the  concerns  buying  and  selling,  legal  restrictions  upon 
production,  such  as  patents  and  copyrights,  and  upon  the 
extent  to  which  the  production  of  the  good  involves  or  does 
not  involve  the  utilization  of  limited  natural  resources. 
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In  consumers’  markets  there  is  almost  complete  competition 
among  the  buyers,  for  only  in  rare  instances  is  it  possible  for 
consumers  to  combine  against  the  dealers.  The  buyers  are 
too  numerous  to  combine  readily,  and  the  time  and  effort 
necessary  to  make  such  a  combination  effective  are  too  great. 
On  the  other  hand,  there  is  always  a  likelihood  that  the  dealers 
selling  the  same  good  in  any  locality  will  be  relatively  few  in 
number,  that  they  will  always  be  in  more  or  less  close  contact 
with  each  other,  and  that  they  will  be  able  to  effect  an  under¬ 
standing  in  regard  to  prices.  Such  understandings  range  all 
the  way  from  monopolistic  arrangements  that  enable  the 
participants  to  control  the  supply  very  effectively  to  rather 
ineffectual  understandings  that  it  is  contrary  to  good  business 
policy  to  "spoil  the  market"  or  to  "do  business  at  less  than  a 
fair  customary  profit."  The  effect  of  such  combinations  is  to 
raise  the  equilibrium  price  which  will  be  established  above 
that  which  would  prevail  under  the  assumption  of  free  compe¬ 
tition.  A  practical  example  of  the  effect  of  loose  combinations 
upon  prices  is  often  found  among  the  merchants  of  a  small 
town.  As  many  as  six  or  seven  stores  may  serve  a  market  de¬ 
mand  that  could  be  more  cheaply  supplied  by  one  or  two, 
and  yet  no  dealer  will  try  to  drive  out  his  competitors  by 
cutting  prices.1  Such  combinations  raise  the  supply  curve 
above  its  competitive  level.  At  the  same  time  they  cause  it  to 
be  more  nearly  horizontal ;  that  is,  they  tend  to  stabilize  the 
supply  schedule  and  make  it  uniform  at  a  "fair”  figure,  regard¬ 
less  of  the  amount  sold.  When  the  supply  schedule  is  so  stabil¬ 
ized,  a  change  in  demand  will  not  produce  a  change  in  price ; 
for  if  the  supply  curve  is  a  straight  line,  it  is  evident  that 
variations  in  demand  do  not  affect  price. 

In  markets  for  producers'  goods  combinations  among  sellers 
may  frequently  be  met  by  counter-combinations  or  under¬ 
standings  among  buyers.  Hence  the  demand  curve  may  be 
artificially  affected  as  well  as  the  supply  curve.  The  term 
"artificial”  must  not  be  construed  too  literally.  It  is  quite  as 

1  There  are,  of  course,  many  other  causes  of  inefficiency  in  merchandising. 
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"natural”  for  either  buyers  or  sellers  to  combine,  if  they  find 
it  feasible  and  advantageous  to  do  so,  as  it  is  for  them  to  com¬ 
pete.  The  fundamental  human  trait  which  is  constantly  at 
work  in  economic  dealing  is  the  desire  to  obtain  the  largest 
possible  profit  for  what  one  has  to  sell  and  to  give  up  the  least 
possible  of  one’s  goods  and  services  for  things  one  wishes  to 
buy.  If  it  appears  that  this  end  can  be  most  advantageously 
accomplished  by  combinations  with  other  sellers  or  other 
buyers,  men  will  usually  or  typically  try  to  bring  about  such 
combinations.  But  the  economist  contends  that  such  combi¬ 
nations  are  usually  difficult  to  perfect  and  to  keep  in  opera¬ 
tion.  When  prices  are  so  high  that  all  sellers  receive  very 
large  returns  from  their  transactions,  it  is  obviously  advan¬ 
tageous  for  any  member  of  a  combination  to  expand  his  sales. 
If  shoes  which  cost  five  dollars  to  put  on  the  market  are  sold 
for  six  dollars,  every  seller  is  under  the  strongest  sort  of  in¬ 
centive  to  expand  his  sales.  But  in  order  to  bring  this  about 
he  must  get  business  away  from  his  fellow  dealers,  and  to  do 
this  he  must  usually  offer  the  buyers  some  economic  induce¬ 
ment.  There  are  a  number  of  ways  of  accomplishing  this. 
He  may  either  reduce  the  price  of  the  shoes  outright  or  pro¬ 
vide  certain  services,  such  as  liberal  credits,  better  salespeople, 
more  variety,  or  a  more  liberal  policy  in  respect  to  unsatis¬ 
factory  goods.  An  actual  price  which  is  above  the  competitive 
equilibrium  price  is  therefore  almost  certain  to  be  "nibbled 
at”  by  ambitious  and  aggressive  sellers  who  see  greater  ad¬ 
vantage  in  expansion  of  sales  than  they  do  in  the  maintenance 
of  high  prices  with  less  volume  of  trade. 

The  second  important  assumption  implicit  in  the  theory 
of  equilibrium  price  is  that  of  complete  knowledge  of  market 
conditions.  The  term  "market  conditions”  is  necessarily 
general  and  inclusive.  Some  specific  examples  may,  however, 
be  discussed  briefly.  If  some  of  the  sellers  in  a  market  are  not 
aware  of  the  prices  others  are  asking,  we  may  find  that  instead 
of  one  market  price  there  are  several.  Such  a  condition  cannot 
prevail  in  respect  to  important  commodities,  however,  unless 
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the  buyers  are  likewise  unaware  of  the  prices  being  asked 
by  different  dealers.  Otherwise  they  will  all  desert  the  high- 
priced  sellers  and  purchase  from  those  whose  offers  are  lower. 
But  many  "convenience  goods"  are  sold  at  varying  prices  in 
urban  retail  stores  within  a  radius  of  a  few  blocks  because  both 
buyers  and  sellers  are  lacking  in  complete  knowledge  of  the 
prices  paid  in  the  various  establishments.  Price  differences 
also  arise  when  the  buyers  are  unable  to  identify  and  compare 
the  articles  sold  by  different  dealers.  Thus  a  dealer  in  shoes 
who  sells  unbranded  goods  and  who  has  built  up  a  large  good¬ 
will  among  the  buyers  in  his  market  may  sell  somewhat  above 
the  figure  charged  by  other  dealers.  Consumers  cannot  afford 
the  time  necessary  to  make  accurate  comparisons  between  the 
wares  offered  by  different  merchants,  and  in  many  cases  they 
have  not  the  necessary  technical  knowledge  to  make  such  com¬ 
parisons.  In  the  case  of  branded  goods  or  goods  whose  quality 
is  discernible  at  a  glance  by  buyers  of  ordinary  experience, 
prices  are  more  likely  to  be  uniform.  Nor  are  the  variations 
in  price  which  have  just  been  described  likely  to  be  large ;  but 
if  they  are,  they  are  unlikely  to  be  permanent.  After  all,  the 
one  most  significant  fact  in  retail  merchandising  is  price,  and 
sooner  or  later  the  lower  prices  asked  by  competitors  will  have 
their  effect  upon  the  business  of  the  firm  that  attempts  con¬ 
stantly  to  take  advantage  of  the  consumer’s  lack  of  knowledge. 

How  closely,  then,  do  actual  prices  correspond  to  the 
competitive  prices  explained  by  the  theory  set  forth  in  the 
preceding  sections?  Is  the  theory  merely  a  quite  logical  con¬ 
clusion  from  unreal  and  unwarranted  hypotheses?  Many 
critics  of  the  theory  fail  to  observe  that  in  retail  stores  goods 
are  practically  never  sold  simply  as  physical  objects.  Some 
service  is  performed  by  the  seller  in  connection  with  the 
objects  vended.  This  is  only  to  repeat  the  familiar  statement 
that  production  is  the  creation  of  utilities.  A  pair  of  shoes 
sold  by  an  efficient  salesman  in  a  reliable  shop  that  permits 
the  consumer  to  pay  at  the  end  of  the  month,  that  makes 
good  without  quibbling  all  obvious  defects  in  merchandise, 
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and  that  delivers  such  wares  at  the  consumer’s  residence  — 
such  a  pair  of  shoes  cannot  be  compared  in  price  with  another 
identical  pair  sold  in  a  shop  where  some  of  these  productive 
services  are  not  available.  The  consumer  buys  services  as  well 
as  material  goods. 

Yet  when  due  allowance  has  been  made  for  these  merely 
apparent  discrepancies,  there  remain  many  instances  in  which 
the  actual  prices  are  different  from  theoretical  competitive 
prices.  But  they  are  not  widely  different.  The  same  quality 
of  shoes  does  not  sell  for  prices  differing  by  20  per  cent  in 
different  shops  in  one  locality  when  those  shops  offer  sub¬ 
stantially  the  same  services.  Nor  are  the  differences  easily 
maintained.  Sellers  may,  by  constantly  inventing  new  meth¬ 
ods  to  draw  trade  to  their  shops  and  by  contriving  new  devices 
for  concealing  quality,  continue  to  keep  their  prices  above  the 
most  common  price.  But  just  as  is  the  case  with  combina¬ 
tions,  these  devices  soon  become  outworn  and  always  tend 
to  lose  their  effectiveness.  All  that  the  economist  contends, 
or  ought  to  contend,  is  that  the  equilibrium  price  is  the  point 
toward  which  actual  prices  always  tend.  In  many  markets 
and  for  many  sorts  of  good  the  approximation  is  close ;  in 
others  there  is  constant  deviation  from  this  theoretical  price. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Criticize  the  following  statement :  The  economist’s  theory  of 
market  price  applies  to  the  highly  organized  markets,  such  as  the 
produce  exchanges.  It  does  not  assist  in  understanding  the  price 
made  in  retail  markets. 

2.  A  branded  good  which  is  also  widely  advertised  sells  for  exactly  the 
same  price  in  all  stores  throughout  the  country.  Is  this  a  competitive 
price?  Is  it  an  equilibrium  price?  What  would  probably  happen  if  the 
volume  of  sales  was  too  small  to  take  the  output  of  the  manufacturer  ? 


A  3.  Criticize  the  following  statements.  Which  are  correct  and  which 
incorrect  ? 

a.  If  price  rises,  demand  falls  off. 

b.  Demand  depends  on  price. 
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c.  Price  is  partly  determined  by  competition  among  sellers. 

d.  Price  is  partly  determined  by  competition  among  buyers. 

e.  When  there  are  many  buyers  and  only  one  seller,  price  is  not 
determined  by  demand  and  supply. 

^  4.  The  extent  of  the  change  in  price  that  will  follow  from  a  change 
in  supply  depends  upon  the  elasticity  of  demand.  Why  ? 

5.  What  conditions  or  events  are  likely  to  bring  about  a  change  in 
the  demand  for  wheat  ?  rayon  ?  automobiles  ? 

6.  Are  reservation  prices  attached  to  the  annual  wheat  crop  by 
farmers  ?  to  men’s  straw  hats  by  retailers  ?  to  old  paintings  by  dealers  ? 

7.  In  villages  we  often  find  that  there  is  only  one  dealer  in  each  line 
of  retailing.  Yet  the  prices  which  he  charges  are  substantially  the 
same  as  those  charged  by  other  sellers  in  neighboring  towns.  Why 
does  the  dealer  not  charge  a  price  which  is  considerably  above  the 
competitive  price  ?  Is  the  supply  which  he  furnishes  the  only  supply 
in  the  market  ? 

8.  Do  you  think  that  the  annual  wheat  crop  of  the  United  States 
sells  at  a  price  that  yields  the  maximum  gross  receipts  to  the  farmers  ? 
Why,  or  why  not  ?  If  not,  farmers  would  gain  by  destroying  a  portion. 
Why  does  such  destruction  practically  never  occur  ? 


CHAPTER  IX 

CONSUMERS’  DEMAND  AND  UTILITY 

The  Analysis  of  Individual  and  Collective  Demand.  In  the 
preceding  chapter  the  demand  schedules  of  the  individual  and 
of  the  entire  market  were  employed  in  the  explanation  of 
market  price.  The  statement  that  the  more  of  a  good  there 
is  to  be  sold  the  lower  will  be  the  price  that  people  will  pay 
for  it  was  relied  upon  to  explain  the  determination  of  market 
prices.  But  we  did  not  fully  explain  why  individual  and  col¬ 
lective  demands  display  this  tendency.  Moreover,  no  expla¬ 
nation  was  offered  for  the  fact  that  the  prices  which  consumers 
stand  ready  to  pay  for  some  goods  are  high  while  those  that 
they  will  pay  for  others  are  low.  The  explanation  of  market 
price  in  terms  of  demand  and  supply  remains  valid  even 
though  we  should  be  unable  to  discover  and  describe  the 
forces  that  determine  the  demand  of  consumers  for  finished 
goods.  Observation  has  amply  demonstrated  the  important 
characteristics  of  the  collective-demand  curve,  such  as  its 
downward  and  outward  slope,  its  tendency  to  vary,  and  the 
varying  elasticity  of  demand  for  different  goods. 

In  all  discussion  of  the  forces  back  of  consumers’  demand 
the  economist  must  proceed  with  caution.  At  no  point  is  a 
final  answer  to  the  problems  of  demand  which  we  have  enu¬ 
merated  in  the  preceding  paragraph  in  sight.  For  reasons 
that  are  obvious  the  conduct  of  buyers  in  the  consumers’ 
market  is  as  yet  only  partly  understood.  Some  of  the  state¬ 
ments  we  shall  make  are  therefore  hypothetical.  But  these 
hypotheses  are  not  wholly  unverified,  and  they  are  the  most 
satisfactory  explanations  of  the  facts  that  have  thus  far  been 
advanced.  At  present  the  verification  of  these  hypotheses 
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depends  upon  three  sorts  of  data :  (1)  We  can  rely,  to  some 
extent  at  least,  upon  the  statements  of  those  who  are  engaged 
in  selling  goods  to  consumers.  (2)  We  can  bring  to  bear  upon 
the  problem  the  findings  of  other  sciences  that  deal  with 
human  behavior.  (3)  Part  of  our  proof  consists  of  general 
observations  that  any  person  can  verify  for  himself  by  not¬ 
ing  the  actions  of  consumers.  In  testing  the  conclusions  of 
economics  about  consumers’  demand  three  questions  should 
therefore  be  constantly  kept  in  mind :  (1)  Do  these  conclu¬ 
sions  agree  with  the  statements  of  those  who  deal  with  con¬ 
sumers  in  the  market?  (2)  Are  they  in  accord  with  the 
accepted  findings  of  psychology  and  sociology?  (3)  Are  they 
in  accord  with  everyday  experience? 

It  has  been  said  that  in  studying  the  demand  for  con¬ 
sumers’  goods  we  are  dealing  with  human  behavior  and  with 
human  motives.  It  might  seem,  therefore,  that  the  subject  is 
primarily  one  with  which  psychology  is  more  competent  to 
deal  and  one  which  really  lies  within  that  field  and  not  within 
the  field  of  economics.  But  this  is  not  necessarily  the  case,  for 
economics  and  other  sciences  besides  psychology  are  con¬ 
cerned  with  human  behavior.  The  historian,  the  lawyer,  and 
the  criminologist  cannot  refuse  to  consider  it  even  if  they 
would.  The  investigation  of  human  activities  and  their  causes 
cannot,  therefore,  be  supposed  to  be  the  exclusive  domain  of 
psychology.  The  economist  must,  of  course,  accept  the  find¬ 
ings  of  psychology  as  to  man’s  fundamental  traits  and  his 
fundamental  modes  of  behavior.  But  not  all  these  findings 
are  relevant  to  a  study  of  economics.  Economics  studies  only 
a  portion  of  man’s  activities  —  only  a  limited  division  of  the 
entire  field  of  human  behavior  and  human  motives.  It  pro¬ 
fesses  to  study  only  those  activities  having  to  do  directly  and 
indirectly  with  buying  and  selling  goods  and  services.  As  far 
as  the  subject  of  the  present  chapter  is  concerned,  we  shall 
deal  primarily  with  the  exchange  of  goods  for  money.  Yet  it 
should  be  noted  at  the  outset  that  the  student  of  economics  is 
aware  that  it  is  impossible  to  separate  economic  conduct  from 
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other  activities  of  the  individual.  No  individual  is  entirely  an 
economic  man  any  more  than  he  is  a  political  man.  But  be¬ 
cause  we  are  concerned  with  buying  and  selling  —  with  the 
problems  of  the  market  place  —  we  must  arbitrarily  separate, 
as  far  as  we  can,  man’s  economic  conduct  from  his  political, 
religious,  and  other  activities.  Such  a  separation  is  an  abstrac¬ 
tion,  but  it  is  a  type  of  abstraction  that  is  common  in  other 
sciences.  Clearly,  then,  it  is  no  criticism  of  our  method  to 
point  out  that  under  the  stress  of  religious  motives  men  some¬ 
times  give  away  their  goods,  work  without  wages,  and  devote 
their  lives  to  the  service  of  other  people.  We  are  not  engaged 
in  a  study  of  men  acting  under  the  dominance  of  religious  or 
philanthropic  motives.  But  since  men  are  moved  by  considera¬ 
tions  other  than  economic,  the  findings  of  economics  must, 
when  practical  activities  are  contemplated,  be  checked  by  the 
conclusions  of  those  who  are  engaged  in  the  study  of  other 
types  of  human  activity.  Economics  only  undertakes  to  ex¬ 
plain  economic  behavior. 

In  studying  the  behavior  of  man  in  earning  his  living  the 
economist  is  justified  in  making  certain  assumptions  which 
are  typically  true  for  the  business  man,  the  wage-earner,  the 
investor,  and  the  consumer  in  their  economic  activities.  We 
assume  that  the  consumer  always  seeks  to  secure  the  maximum 
gain  for  the  least  cost,  whether  that  cost  is  in  terms  of  goods 
or  in  terms  of  the  sacrifices  of  labor-effort  and  saving.  We 
assume  that  in  his  economic  activities  the  consumer,  the 
seller,  the  wage-earner,  or  the  investor  will  act  according  to 
the  knowledge  at  his  command ;  that  he  will  make  intelligent 
decisions  and  choices  in  respect  to  the  goods  he  buys,  the 
business  he  conducts,  the  employments  he  selects,  the  loans 
he  makes.  When  we  say  that  men  act  intelligently,  we  mean 
that  they  take  into  consideration  the  known  facts  relating  to 
the  market,  that  they  compare  goods  and  prices,  and  that 
they  follow  the  course  of  action  that  leads  to  the  maximum 
gain  as  they  see  it.  We  do  not  mean,  as  economists  have 
sometimes  been  supposed  to  believe,  that  men  are  mechanical 


CONSUMERS’  DEMAND  AND  UTILITY 


143 


calculating  machines  constantly  engaged  in  weighing  pleasures 
and  pains.  We  assume  that  since  men  are  in  business  they 
will  try  to  make  the  largest  possible  gain  for  a  given  outlay  of 
money  and  effort  —  not  the  immediate  maximum,  but  the 
highest  consistent  with  the  maintenance  of  that  gain  for  a 
considerable  period  of  time.  We  know,  of  course,  that  none  of 
these  assumptions  are  true  of  all  people  at  all  times.  This 
economics  does  not  assert.  It  does  insist,  however,  that  the 
assumptions  are  true  of  the  great  majority  of  men  in  their 
economic  activities. 

Utility.  All  things  that  a  consumer  consciously  and  volun¬ 
tarily  chooses  to  buy  must  have  for  him  some  personal  sig¬ 
nificance  ;  that  is,  at  the  time  of  choosing  and  buying  he 
believes  that  they  will  satisfy  some  personal  want.  These 
things  are  the  objects  of  desire,  and  they  stimulate  or  produce 
in  the  individual  the  tendency  to  acquire  them.  Stated 
briefly,  utility  is  the  capacity  of  a  good  to  satisfy  human  desires. 

Much  needless  confusion  has  arisen  in  economics  over  the 
implications  of  the  term  "utility”;  and  if  the  student  is  to 
avoid  this  confusion,  it  is  necessary  that  he  should  be  made 
aware  of  its  causes  at  the  outset.  In  the  first  place,  the  word 
/  "utility”  carries  no  moral  significance.  If  at  the  moment  of 
purchase  a  good  gratifies  a  desire,  it  has  utility,  no  matter 
whether  it  confers  a  lasting  benefit  upon  its  buyer  or  inflicts 
a  permanent  injury.  Thus  the  narcotic  has  utility  for  one  who 
has  become  habituated  to  its  use,  just  as  it  has  for  the  sick 
person  for  the  relief  of  whose  suffering  it  is  prescribed  by 
the  physician. 

In  the  second  place,  the  want  which  is  satisfied  by  the  good 
^possessing  utility  is  not  necessarily  a  sensuous  one.  We  desire 
many  things  that  do  not  give  us  pleasure  in  the  narrow  mean¬ 
ing  of  the  term.  We  want  books,  not  only  because  they 
amuse  or  delight  but  because  we  believe  that  they  will  instruct, 
because  the  habit  of  reading  has  been  developed  in  the  school¬ 
room,  or  even  because  a  friend  has  suggested  to  us  that  we 
ought  to  read  them.  We  frequently  wear  a  certain  kind  of 
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clothing  because  it  is  the  fashion  or  the  custom  or  because  we 
wish  to  avoid  the  criticism  of  others  who  expect  us  to  wear  it. 
Nevertheless  these  goods  are  the  means  by  which  we  satisfy 
a  want  or  accomplish  certain  desired  ends. 

In  the  third  place,  we  must  keep  in  mind  the  fact  that 
utility  pertains  jto  individual  reaction.  It  is  the  power  of  a 
good  to  satisfy  the  wants  of  an  individual,  and  not  the  ab¬ 
stract  and  general  significance  of  a  commodity  for  the  com¬ 
fort  or  well-being  of  the  community  at  large.  This  statement 
does  not  deny  that  individuals  are  controlled  by  the  action 
and  opinions  of  larger  groups.  They  buy  goods  because  their 
friends  buy  them  and  because  they  are  subjected  to  the  same 
advertising,  the  same  climatic  environment,  the  same  general 
social  influences  as  their  friends.  With  all  the  similarity  of  re¬ 
action  to  these  stimuli  there  are,  however,  individual  varia¬ 
tions  that  are  of  importance  to  economics.  Hence  we  must 
refrain  from  using  the  term  "social  utility”  to  mean  the  want- 
satisfying  power  of  goods  for  individuals  taken  collectively  as 
members  of  society. 

The  utility  of  a  good  is  indicated  and  measured  by  the  in¬ 
dividual  reaction  to  that  good.  The  particular  qualities  which 
cause  the  good  to  produce  in  the  mind  of  the  consumer  the 
desire  to  acquire  it  are  partly  controlled  by  his  biological 
make-up,  partly  by  environmental  conditions,  and  partly  by 
acquired  modes  of  reaction.  Bread  has  utility  for  a  large 
portion  of  the  race  because  it  satisfies  a  biologic  need.  The 
utility  of  fur  coats  in  winter  and  of  light  clothing  in  summer 
depends  upon  changing  conditions  of  the  weather.  The  util¬ 
ities  of  many  other  goods,  including  things  which  serve  no 
obvious  physiological  need,  are  controlled  by  the  social  en¬ 
vironment  rather  than  physiological  need.  Our  notions  of 
what  is  beautiful  in  the  decoration  of  our  houses,  of  what  is 
desirable  as  recreation,  or  of  what  is  in  good  style  in  our 
clothing  are  controlled  very  largely  by  the  opinions,  customs, 
and  fads  of  the  community  in  which  we  live.  Utility  is  not 
innate  in  the  good  itself,  nor  is  it  determined  by  a  changeless 
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attitude  of  the  consumer  toward  his  natural  environment. 
Men  are  not  furnished  at  birth  with  ready-made  utility 
curves.  Education,  the  appeal  of  advertising,  the  dictates 
of  fashion  —  all  operate  to  modify  the  utility  that  goods 
have  for  consumers. 

Finally,  the  term  "utility”  can  be  strictly  applied  only  to 
goods  intended  for  personal  consumption  by  the  buyer  or  by 
someone  for  whom  he  is  acting.  Thus  cloth  has  utility  because 
it  ministers  to  a  human  want,  but  the  machine  on  which  it 
was  woven  has  none.  Raw  materials,  the  larger  proportion 
of  land,  and  other  producers’  goods  have  no  specific  utility. 
It  is  sometimes  said  that  such  goods  have  derived  utility  be¬ 
cause  they  aid  in  producing  finished  goods  that  do  have  the 
power  to  satisfy  wants.  But  this  terminology  may  lead  to 
confusion.  It  can  hardly  be  asserted  that  a  machine  used  in 
fashioning  one  of  the  parts  of  an  automobile  has  utility  to  the 
users  of  the  motor  cars  it  aids  in  turning  out.  The  users  are 
generally  unaware  that  such  a  machine  exists ;  and  even  if 
they  do  know  about  it,  they  do  not  desire  it.  To  them  it  is  a 
matter  of  indifference  what  machines  or  what  materials  are 
used  to  make  a  car,  as  long  as  it  satisfies  their  desires.  It  is 
also  inaccurate  to  say  that  the  machine  has  utility  for  the 
owner  of  the  manufacturing  plant.  He  may  "want”  it  be¬ 
cause  it  performs  certain  work  which  in  turn  enables  him  to 
make  a  profit  on  his  investment.  But  the  basis  of  his  demand 
for  the  machine  is  a  cost-profit  calculation  and  not  a  calcula¬ 
tion  involving  his  personal  satisfactions.  Clearness  demands 
that  we  should  not  apply  the  same  term,  "utility,”  to  two 
different  phenomena.  It  is  better  simply  to  say  that  the  ma¬ 
chine  is  of  economic  significance  to  the  manufacturer.  He 
wants  it  because  it  aids  in  the  production  of  utilities. 

Utility  and  Scarcity.  It  is  a  matter  of  common  observation 
that  goods  that  can  be  had  for  the  mere  trouble  of  taking 
them  have  no  value  and  no  price.  But  this  condition  cannot 
exist  unless  these  articles  are  so  abundant  that  all  may  con¬ 
sume  them  at  will.  Such  objects  are  called  free  goods.  On 
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the  other  hand,  all  goods  that  do  not  exist  in  large  enough 
quantities  to  satisfy  all  who  desire  them  are  called  economic^ 
goods.  Both  types  have  utility,  but  only  the  latter  has  value. 
The  relation  of  scarcity  to  value  seems  at  first  glance  a  simple 
matter.  The  occurrences  of  everyday  life  lead  us  to  conclude 
that  unless  a  consumers’  good  has  both  attributes,  scarcity^ 
and  utility,  it  cannot  have  value.  For  many  years  economists 
were  content  to  stop  with  this  conclusion.  But  this  statement 
did  not  explain  why  some  goods  are  more  valuable  per  unit 
than  are  other  goods,  why  the  consumer  is  willing  to  pay  a 
high  price  for  a  yard  of  silk  and  only  a  low  price  for  a  yard  of 
cotton,  or  why  high  prices  for  both  goods  prevail  at  times 
and  low  prices  at  other  times.  It  is  also  true  that  a  brief  ex¬ 
perience  in  selling  any  commodity  will  soon  convince  one 
that  as  a  rule  increasing  amounts  can  be  marketed  only  if  the 
price  is  lowered.  But  the  market  does  not  offer  any  explana¬ 
tion  of  this  inverse  relation  between  price  per  unit  and  quan¬ 
tity  marketed. 

The  Principle  of  Diminishing  Utility.  The  inverse  relation¬ 
ship  between  price  and  quantity  brought  to  market  depends 
upon  the  principle  of  diminishing  utility.  Since  utility  is  an 
individual  matter,  we  must  begin  our  explanation  with  the 
reactions  of  a  single  individual  who  acquires  varying  amounts 
of  a  consumers’  good.  Let  us  assume  that  the  good  is  a  neces¬ 
sity  of  life,  such  as  bread,  for  which  there  are  substitutes  but 
none  entirely  satisfactory  to  those  who  have  become  accus¬ 
tomed  to  its  use.  If  the  quantity  annually  produced  were 
much  more  limited,  many  persons  would  be  compelled  to  cur¬ 
tail  their  use  of  it.  And  if  the  quantity  available  for  consump¬ 
tion  were  gradually  diminished,  the  loss  would  be  felt  more 
and  more  by  each  individual.  With  present  abundance  no 
one  attaches  much  importance  either  to  the  acquisition  or  the 
loss  of  such  a  small  quantity  as  an  ounce.  But  if  everyone 
were  reduced  to  a  siege  ration  of  one  or  two  loaves  a  week,  the 
loss  of  any  given  ounce  would  mean  a  sensible  deprivation. 
Let  us  suppose  that  each  individual  has  only  four  ounces  a 
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day  for  consumption.  If  one  ounce  more  is  added  to  his  allow¬ 
ance,  he  will  feel  a  certain  gratification.  He  will  find  that  his 
desire  for  bread  is  more  nearly  satisfied.  If  a  second  ounce 
is  given  him,  his  satisfaction  will  be  still  more  nearly  com¬ 
plete  ;  but  the  second  ounce  will  not  seem  so  important  to 
him  as  the  first  that  was  added  to  the  existence  allowance  of 
four  ounces.  The  utility  of  a  unit  of  bread  is  thus  seen  to  de¬ 
pend  upon  how.jmich.-is  available  for  consumption  during  a 
given  period  of  time.  The  want  which  any  given  unit  satisfies 
is  more  or  less  intense, 
depending  on  how  many 
other  units  have  already 
been  consumed  or  are 
available  for  consump¬ 
tion.  And  the  relation  be¬ 
tween  utility  per  unit  and 
quantity  is  seen  to  be  an 
inverse  one. 

Without  asserting  at 
this  point  that  the  prin¬ 
ciple  is  generally  applica¬ 
ble  to  all  consumers’  goods  we  may  state  the  law  of  diminish¬ 
ing  utility ■  in  respe^J^ to^ consumers’  goods  as  follows;  As  the  ^ 
quantity  of  a  gooS^acquireiffo^onsumption  increases,  the  utility 
of  each  unit  acquired  is  less  than  that  of  the  preceding  unit. 
Strictly  speaking,  this  is  not  a  law  of  diminishing  utility  but 
of  the  inverse  relation  of  utility  per  unit  and  amount  available 
for  consumption.  This  relationship  may  be  illustrated  by  the 
curve  AB  in  Fig.  13.  Along  the  axis  OX  are  measured  the 
amounts  available  for  consumption ;  and  along  OY,  the  utility 
per  unit.  If  only  ten  units  are  available,  the  utility  will  be 
high ;  but  if  more  units  are  added,  the  utility  of  each  will  be¬ 
come  less  and  less.  In  the  figure  definite  arithmetical  values 
are  given  to  the  ordinates  extending  from  OX  to  the  curve  AB. 
This  involves  inaccuracy,  because  there  is  no  method  of  measur¬ 
ing  utility  except  in  terms  of  something  which  the  individual 
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will  sacrifice  to  obtain  a  given  commodity.  The  absolute  amount 
of  utility  might  perhaps  be  measured  accurately  if  we  were 
able  to  gauge  the  varying  mental  reaction  of  the  consumer 
by  some  purely  objective  standard,  as  we  can  his  purely 
muscular  reactions  to  an  electric  current  of  varying  intensity. 
Yet  the  measurement  of  his  response  to  the  good  in  question 
in  terms  of  money  is  certainly  not  grossly  inaccurate.  The 
amount  of  money  a  consumer  spends  for  any  one  good  (not 
an  entire  class  of  goods,  such  as  food)  is  as  a  rule  so  small  a 
part  of  his  entire  income  that  the  expenditure  does  not  make 
each  dollar  more  significant  than  it  was  before.  As  Alfred 
Marshall  has  put  it,  we  may  assume  that  the  utility  of  money 
remains  practically  constant.  If  now  the  consumer  is  willing 
to  sacrifice  less  and  less  money  for  items  of  bread  as  he  is 
supplied  with  more  and  more  of  it,  the  inference  that  this  is 
true  because  it  is  the  utility  of  bread  that  is  declining  cannot 
be  much  in  error. 

The  proof  of  the  law  of  the  inverse  relation  of  utility  and 
amounts  available  for  consumption  rests  primarily,  then,  upon 
I  the  observed  fact  that  as  the  individual  extends  his  consump¬ 
tion  of  a  commodity  his  willingness  to  pay  money  for  each  unit 
declines.  In  the  second  place,  statistical  studies  of  the  demand 
for  goods  which  are  used  almost  entirely  for  human  consump¬ 
tion,  such  as  potatoes,  show  a  pronounced  decline  in  the 
amounts  of  money  people  are  willing  to  pay  for  a  unit  when 
the  total  amount  to  be  sold  is  increased.  Finally,  it  is  a  matter 
of  common  observation  that  the  more  of  a  good  a  person  has 
the  less  does  he  treasure  any  particular  item  of  it. 

It  is  sometimes  asserted  that  the  principle  of  diminishing 
utility  applies  only  to  "dinner-table  examples."  But  this 
criticism  is  without  foundation.  The  use  of  all  consumers' 
goods,  whether  articles  of  food,  or  clothing,  or  housing,  or 
amusement,  exhibits  this  same  phenomenon  of  variation  in 
utility  per  unit  as  the  quantity  varies.  There  are,  however, 
certain  limiting  conditions  attaching  to  the  statement  of  the 
law.  A  definite  period  of  time  must  be  set  within  which  the 
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consumption  of  the  good  takes  place  or  within  which  its  use 
is  contemplated.  If  the  individual  consumes  six  ounces  of 
bread  today,  an  additional  six  ounces  acquired  for  use  to¬ 
morrow  will  have  the  same  utility.  This  the  law  does  not 
deny.  It  only  asserts  that  if  he  adds  another  ounce  to  his 
daily  ration  this  additional  quantity  will  have  less  utility  than 
the  preceding  amounts.  In  the  second  place,  the  individual 
must  retain  the  same  attitude  toward  the  good  in  question. 
If  his  tastes  change,  additional  units  of  the  good  may  come  to 
have  either  a  larger  or  a  smaller  utility.  Finally,  there  must 
be  no  change  in  the  environment  which  will  affect  his  desire 
to  consume.  With  the  change  of  seasons  from  autumn  to 
winter  the  outdoor  worker  finds  that  the  utility  to  him  of  a 
given  additional  quantity  of  food  increases. 

Marginal  Utility.  As  the  amount  of  a  good  acquired  by  the 
consumer  increases,  the  utility  of  each  unit  declines.  If  the 
stock  (Fig.  13)  is  limited  to  fifty  units,  the  utility  of  the  last 
unit  will  be  represented  by  the  ordinate  NP.  Since  the  fiftieth, 
or  last,  unit  has  a  given  utility  measured  by  this  ordinate,  that 
degree  of  utility  is  called  the  final  degree  of  utility  or  the 
marginal  utility  of  the  entire  stock  of  fifty  units.  Since  the 
units  are  by  assumption  interchangeable,  no  unit  of  the  stock 
can  have  either  a  greater  or  less  utility  than  this  last,  or  mar¬ 
ginal,  unit.  To  prove  this  statement  let  us  assume  that  one 
of  the  units  other  than  the  last  one  has  been  lost  or  destroyed. 
How  great  will  be  the  deprivation  suffered  by  the  consumer? 
If  the  units  are  alike  and  interchangeable,  he  can  put  the  last 
unit  in  the  place  of  the  one  lost.  Hence  the  loss  is  measured 
by  the  utility  of  the  last,  or  marginal,  unit.  The  effective  im¬ 
portance  of  the  entire  stock  is  measured  from  the  utility  or 
importance  of  the  last  unit ;  what  is  called  the  effective  utility 
of  the  entire  stock  is  found  by  multiplying  its  marginal  utility 
by  the  number  of  units  consumed  or  acquired.  The  effective 
utility  of  any  stock  is  distinguished  from  its  total  utility.  If  a 
monopolist  could  dole  out  to  the  buyer  the  stock  of  fifty  units 
one  by  one  and  at  the  same  time  keep  him  in  ignorance  of  the 
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existence  of  any  further  supply,  then  each  unit  would  be  ap¬ 
praised  by  the  buyer  at  the  utility  measured  by  the  corre¬ 
sponding  ordinate  extending  from  OX  to  AB.  The  first  few 
units  would  have  an  extraordinarily  high  utility,  the  tenth  a 
lower  utility,  the  thirtieth  a  still  lower  utility,  and  so  on.  The 
sum  of  these  utilities  would  be  measured  by  the  area  between 
the  axis  OY  and  the  ordinate  NP  and  between  the  curve  AB 
and  the  axis  OX.  Total  utility  is  evidently  a  less  definite  and 
measurable  quantity  than  effective  utility.  No  one  knows  how 
great  is  the  utility  to  him  of  a  very  small  quantity  of  many  of 
the  commoner  necessities  of  life,  and  to  construct  a  curve 
showing  the  total  utility  of  such  articles  is  therefore  impos¬ 
sible.  With  less  necessary  articles  of  consumption  the  case 
is  somewhat  different.  Most  of  us  are  quite  aware  that  we 
would  not  buy  ice  cream  at  a  dollar  a  pint,  because  the  utility 
of  even  one  pint  is  less  than  the  utility  of  many  other  things 
a  dollar  would  purchase. 

Thus  far  we  have  considered  the  application  of  the  principle 
of  diminishing  utility  to  goods  of  which  the  consumer  buys  a 
large  number  of  interchangeable  units.  But  many  things  are 
not  of  this  sort.  We  do  not  buy  unit  after  unit  of  pianos,  or 
houses,  or  automobiles.  Do  the  phenomena  of  diminishing 
utility  and  marginal  utility  apply  to  such  goods?  Commodi¬ 
ties  such  as  bread  satisfy  very  simple  desires.  Other  goods, 
such  as  automobiles,  cater  to  complex  desires.  The  latter 
good  may  be  desired  because  it  provides  comfortable  trans¬ 
portation,  because  it  furnishes  the  owner  with  a  kind  of  recrea¬ 
tion,  because  it  ministers  to  the  desire  for  distinction,  and  for 
many  additional  reasons.  Now  the  utility  of  a  good  depends, 
of  course,  upon  the  services  it  renders,  upon  the  desirable 
events  that,  in  the  opinion  of  the  user,  flow  from  that  good. 
This  is  true  of  automobiles  as  well  as  of  bread,  but  in  the  case 
of  bread  the  service  is  brief,  the  commodity  quickly  con¬ 
sumed,  and  the  want  simple.  In  the  case  of  the  automobile 
the  services  are  numerous  and  continued  over  a  considerable 
period  of  time.  Hence  the  buyer  of  the  latter  good  usually 
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considers  the  desirability  of  each  of  the  several  services  and 
also  the  repetition  of  those  services.  The  principle  of  diminish¬ 
ing  utility  applies  to  the  repetition  of  each  of  the  services  of 
the  automobile.  For  example,  a  consumer  might  well  ascribe 
a  high  utility  to  a  small  amount  of  the  sort  of  service  rendered 
by  an  automobile,  but  more  than  a  small  amount  might  have 
for  him  a  very  low  utility.  If  he  greatly  desired  a  small 
amount  of  automobile  service,  he  would  probably  hire  a 
taxicab  rather  than  buy  a  car  outright ;  but  the  phenomenon 
of  diminishing  utility  would  still  apply  to  his  consumption  of 
automobile  service.  Because  the  service  derived  from  bread 
is  quickly  rendered,  the  identification  of  the  service  with  the 
physical  object  is  close  and  we  do  not  observe  that  the  two 
are  different.  But  in  the  case  of  the  motor  car  the  difference 
is  easily  seen.  In  both,  however,  the  utility  is  derived  from 
the  use  of  the  good,  and  a  given  amount  of  service  from  either 
would  have  for  a  consumer  a  given  marginal  utility. 

Utility  and  the  Individual-Demand  Schedule.  It  is  the  pur¬ 
pose  of  this  section  to  explain  how  the  consumer  arrives  at  the 
demand  prices  he  sets  upon  different  amounts  of  the  various 
goods  he  buys.  A  great  majority  of  consumers  do  not  receive 
incomes  sufficient  to  gratify  all  desires.  Many  objects  in  a 
consumer’s  environment  attract  his  attention  and  produce  in 
him  a  reaction  which  disposes  him  to  use  or  possess  them,  but 
he  has  not  the  wherewithal  to  acquire  them  all.  Since  the 
consumer  cannot  gratify  his  every  whim,  he  must  make  choices 
among  goods,  acquiring  some  of  them  and  forgoing  others. 
For  purposes  of  illustration  let  it  be  assumed  (1)  that  there 
are  only  three  goods  among  which  an  individual  can  at  a 
given  time  make  choices  and  (2)  that  he  has  not  the  means 
to  acquire  all  he  wants  of  all  three.  On  what  basis  will  he 
make  his  choices?  Which  of  the  three  will  he  acquire?  Or  if 
he  acquires  some  of  each,  what  will  govern  the  amount  of  each 
that  he  acquires  ?  The  answer  to  these  questions  is  that  if  the 
consumer  is  rational  and  carefully  considers  the  utility  to  be 
obtained,  he  will  make  such  a  selection  among  the  goods  as 
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will  give  him  the  greatest  satisfaction.  He  will  be  attracted 
first  to  the  good  which  has  for  him  the  greatest  utility.  If  his 
income  is  very  limited,  he  may  spend  it  all  in  acquiring  this 
good  and  nothing  else. 

In  order  to  explain  the  choice  of  different  amounts -of  several 
goods  we  may  suppose  that  the  consumer  has  the  power  to 
buy  100  units  of  bread  or  80  units  of  meat  or  60  units  of  pastry. 
But  if  he  acquires  much  bread,  he  will  find  that  its  utility 
declines  as  the  amount  is  increased.  The  hundredth  unit 
may  have  very  little  significance,  and  consequently  the  total 
stock  will  have  a  small  effective  utility.  Under  the  circum¬ 
stances  he  will  turn  to  meat  and  even  to  pastry  before  he  ac¬ 
quires  100  units  of  bread.  As  he  increases  his  stock  of  each, 
the  utility  of  an  additional  unit  of  each  will  decline;  and 
when  he  has  entirely  expended  his  means  of  acquisition,  each 
good  will  have  for  him  a  given  marginal  utility.  If  he  is 
rational  and  if  he  carefully  considers  the  marginal  utility  of 
each  good,  it  will  be  found  that  when  he  has  expended  all  his 
income  he  will  have  so  distributed  his  consumption  that, 
relative  to  the  prices  he  has  to  pay  for  the  various  goods,  his  mar¬ 
ginal  utility  for  all  will  be  equal.  The  marginal  utilities  will 
not  be  absolutely  equal.  If  the  prices  of  bread,  meat,  and 
pastry  are  10,  40,  and  60  cents  a  unit  respectively,  then  the 
marginal  utilities  of  the  three  goods  will  stand  in  the  relation 
of  1,  4,  and  6.  The  consumer  would  not  continue  to  buy  meat 
to  the  point  where  its  utility,  relative  to  bread,  was  as  2  to  1, 
because  he  would  then  be  spending  money  upon  meat  that 
would  procure  for  him  a  greater  satisfaction  if  expended  for 
bread.  He  would  not  continue  to  consume  pastry  to  the  point 
where  its  marginal  utility  was  only  four  times  that  of  bread, 
because  at  that  point  he  would  be  compelled  to  pay  for  a  unit 
of  pastry  60  cents,  which  would  buy  an  amount  of  bread  having 
more  utility  per  unit.  The  prices  which  the  consumer  tends 
to  pay  for  goods  are  thus  seen  to  be  proportional  to  the  margi¬ 
nal  utilities  these  goods  have  for  him. 

If  we  bring  the  illustration  nearer  to  real  life  by  introducing 
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many  commodities,  the  explanation  will  be  in  no  wise  altered. 
Instead  of  comparing  the  marginal  utilities  of  three  goods,  the 
consumer  would  seem  to  be  confronted  with  the  problem  of 
comparing  the  utilities  of  a  large  number  of  goods.  But  in  de¬ 
ciding  whether  to  buy  a  given  quantity  of  a  certain  commod¬ 
ity  he  does  not  need  to  make  the  multitude  of  comparisons 
suggested  in  the  preceding  sentence,  provided  (1)  money  is 
in  common  use  and  (2)  he  has  established  a  scale  of  expend¬ 
iture  in  which  he  can  place  with  more  or  less  accuracy  the 
utility  of  any  good  with  which  he  is  familiar.  He  knows  that 
if  he  buys  too  lavishly  of  one  good,  he  will  have  to  go  without 
a  number  of  other  things  which  would  have  for  him  a  greater 
power  to  satisfy  wants.  He  tries,  therefore,  to  distribute  his 
income  so  as  to  obtain  the  maximum  return  in  utility.  In  a 
figurative  sense  money  comes  to  have  a  definite  utility  per 
unit,  because  it  comes  to  stand  for  a  composite  of  utilities 
derivable  from  a  large  number  of  goods.  The  consumer  there¬ 
fore  tends  to  continue  his  purchases  of  a  particular  good  until 
the  marginal  utility  he  obtains  from  it  is  equal  to  the  utility 
represented  by  the  amount  of  other  goods  he  could  purchase 
with  the  money  the  last  unit  of  the  particular  good  costs. 

In  the  case  of  durable  objects,  the  consumer  compares  the 
succession  of  uses,  pleasures,  or  benefits  he  will  receive  from 
them  during  a  period  of  time  with  other  satisfactions  their 
cost  in  money  would  buy.  Here  again  he  will  tend  to  lay  out 
his  income  in  such  a  way  that  the  money  spent  for  such  goods 
will  yield  him  about  the  same  marginal  utility  as  could  have 
been  purchased  if  the  money  had  been  used  to  buy  other  com¬ 
modities.  The  preceding  statement  is  subject,  however,  to 
the  qualification  that  the  utilities  to  be  derived  from  the  use 
of  a  permanent  good  must  ordinarily  be  greater  than  the 
utilities  of  an  impermanent  good  having  the  same  price.  This 
is  true  because  the  satisfactions  derived  from  the  durable  good 
are  in  part  deferred  to  the  future,  and  it  is  a  common  rule  of 
life  that  future  satisfactions  are  undervalued  as  compared 
with  those  of  the  present. 
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In  the  preceding  discussion  the  reservation  if  he  [the  con¬ 
sumer]  carefully  considers  the  marginal  utility  of  each  good  ” 
has  been  employed.  The  meaning  and  significance  of  this 
reservation  must  now  be  explained.  If  the  buyer  should  pur¬ 
chase  at  random,  paying  any  price  that  was  asked,  or  if  he 
should  never  stop  to  consider  what  any  good  cost  him  in 
terms  of  other  goods  given  up,  or  if  he  should  act  blindly  and 
on  mere  impulse,  then  for  economics  his  conduct  would  be 
irrational.  Under  these  conditions  his  choices  of  goods  would 
have  nothing  to  do  with  utility.  In  place  of  making  his  choices 
on  the  basis  of  comparative  utilities,  he  would  make  them  on 
no  basis  whatever,  and  utility  would  be  irrelevant.  But  under 
the  conditions  of  buying  and  selling  as  we  find  them  the  con¬ 
sumer  does  make  choices  and  he  does  weigh  the  desirability 
of  one  good,  or  a  given  number  of  units  of  one  good,  against 
varying  quantities  of  other  goods.  The  proof  of  this  state¬ 
ment  is  found  everywhere  in  the  market.  The  art  of  con¬ 
sumption  is  far  from  being  exact,  but  the  practice  of  it  is  not 
as  chaotic  as  is  sometimes  represented.  Automobiles  that  do 
not  "stand  up”  cannot  be  sold;  stoves  that  do  not  heat  as 
well  as  other  makes  are  discarded;  clothing  that  does  not 
wear  well  or  that  proves  unsatisfactory  in  other  respects  re¬ 
mains  on  the  shelves  of  the  dealers. 

In  some  instances  the  consumer  may  be  misled.  The  expert 
can  show  that  he  has  been  deceived  and  that  he  really  chooses 
the  inferior  good.  But  this  is  beside  the  point.  Regardless  of 
the  wisdom  of  the  consumer's  selection,  he  has  made  a  rational 
choice.  It  has  also  been  objected  that  the  consumer  cannot 
compare  the  utility  of  literally  thousands  of  articles  offered 
for  sale  in  the  shops  of  a  large  city.  This  is  partly  true.  It  is 
especially  true  in  the  case  of  goods  that  the  consumer  buys 
only  infrequently  and  concerning  which  he  has  therefore  only 
a  limited  experience,  or  in  the  case  of  goods  that  are  new  to 
him.  In  these  instances  the  shrewd  buyer  will  usually  do  one 
of  two  things :  either  he  will  patronize  dealers  who  have  es¬ 
tablished  reputations  for  honesty  and  fairness,  or  he  will  try 
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to  obtain  the  opinion  of  one  who  has  had  more  experience _ 

the  expert,  perhaps.  Thus  one  buys  a  new  accessory  for  his 
automobile  on  the  opinion  of  other  owners  who  have  used  it, 
on  the  advice  of  a  mechanic,  or  on  the  recommendation  of  a 
reputable  dealer.  In  any  case  it  is  clear  that  in  this  instance 
the  user  of  the  article  is  partly  substituting  the  choice  of 
another  for  his  own  judgment;  but  only  partly  so,  for  no 
matter  how  highly  recommended  the  good  may  be,  the  pro¬ 
spective  buyer  may  still  conclude  that  he  cannot  afford  to 
buy  it.  That  is,  he  decides  that  on  the  representation  of  other 
people  the  utility  of  the  good  is  not  great  enough  to  warrant 
the  expenditure  of  the  money  necessary  to  obtain  it.  The 
major  part  of  one’s  income  is  not  expended  for  new  goods  or 
for  goods  with  which  he  has  had  no  experience ;  in  most  cases 
the  buyer  has  used  the  identical  good  or  has  used  one  suffi¬ 
ciently  like  it  to  provide  a  basis  for  comparison. 

Goods  commonly  consumed  are,  however,  so  numerous  that 
the  buyer  cannot  stop  every  time  he  makes  a  purchase  to 
compare  its  marginal  utility  with  the  marginal  utility  of 
money  —  with  the  utility  of  the  other  things  its  price  repre¬ 
sents.  Fortunately  he  does  not  need  to  do  this.  Any  expe¬ 
rienced  consumer  soon  establishes  a  scale  of  expenditure  in 
which  he  has  placed  roughly  the  relative  importance  of  quan¬ 
tities  of  various  sorts  of  goods.  The  places  of  different  goods 
in  this  scale  depend  on  a  great  number  of  considerations :  in¬ 
come,  education,  the  acts  of  associates,  climate,  advertise¬ 
ments,  and  many  other  conditions.  The  net  result  of  this 
ranking  is  that  the  consumer  comes  to  know  how  much  a 
dollar  is  worth  to  him  in  terms  of  given  quantities  of  a  great 
variety  of  goods.  He  knows  without  elaborate  calculation  that 
if  he  buys  a  pair  of  shoes  for  double  the  price  he  is  accustomed 
to  pay,  or  if  he  buys  two  pairs  of  shoes  instead  of  one  pair,  he 
will  be  compelled  to  go  without  certain  other  goods  whose 
sacrifice  will  cause  him  annoyance  or  disturb  unpleasantly 
the  routine  of  his  life.  If  the  purchase  is  an  important  one, 
he  will  stop  to  consider  these  sacrifices.  He  will  weigh  as  well 
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as  he  can  the  various  returns  in  satisfaction  he  might  obtain 
from  each  good.  But  numerous  small  purchases  he  will  con¬ 
tinue  to  make  at  approximately  the  same  price  and  in  the 
same  amounts  without  giving  either  much  thought. 

In  the  case  of  goods  that  cannot  be  bought  in  small  units  or 
whose  services  cannot  be  obtained  in  small  units  the  consumer 
may  find  it  impossible  to  arrange  his  budget  of  expenditures 
so  that  the  marginal  utilities  of  all  the  goods  he  purchases 
will  be  proportional  to  the  prices  he  pays.  For  example,  an  in¬ 
dividual  might  wish  for  radio  equipment  for  the  purpose  of 
listening  to  programs  of  a  certain  sort,  —  say,  reports  of  foot¬ 
ball  games,  —  but  he  might  not  attach  a  high  utility  to  any 
additional  use  that  he  could  make  of  a  radio.  He  wants  the 
equipment  for  use  on  only  six  or  seven  afternoons  during  the 
year.  For  this  service  he  might  be  willing  to  pay  $10  a  year. 
But  he  finds  that  the  annual  cost  of  such  an  outfit  as  he  would 
require  would  be  $20  a  year.  The  additional  services  he  could 
get  from  it  are  not  worth  $10  annually.  What  should  he  do  ? 
If  he  buys  the  radio,  he  will  have  to  forgo  some  other  service  or 
commodity  which  has  a  cost  of  $10  and  a  higher  utility  than 
the  additional  service  of  the  radio.  If  he  does  not  buy  the 
radio,  he  will  probably  spend  $10  on  some  other  service  or 
commodity  which  will  not  give  him  as  much  satisfaction  as  he 
could  obtain  from  listening  to  the  reports  of  football  games. 
He  may  be  able  to  strike  a  balance  between  the  excess  of  satis¬ 
faction  derived  from  the  reports  of  games  and  the  loss  of  alter¬ 
native  enjoyments  resulting  from  paying  $10  for  the  additional 
radio  services  and  giving  up  other  more  important  satisfactions. 
But  if  the  reporting  of  games  is  only  just  worth  $10  to  him,  he 
will  not  be  able  to  do  this.  Then  he  will  have  to  make  up  his 
mind  to  losing  potential  satisfaction  either  way  he  decides. 
He  will  be  unable  to  derive  the  same  satisfaction  from  mar¬ 
ginal  expenditures  on  all  the  commodities  and  services  he  buys. 

The  individual-demand  schedule  represents  the  prices  that 
an  individual  stands  ready  to  pay  for  different  amounts  of  a 
given  good.  From  the  preceding  explanation  it  will  be  seen 
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that  these  prices  will  be  paid  by  the  individual  only  if  (1)  his 
money  income  remains  the  same,  (2)  if  his  demand  schedules 
for  other  goods  remain  the  same,  and  (3)  if  his  desire  for  the 
given  good  remains  the  same.  If  his  income  shrinks,  he  will 
need  to  revise  his  scale  of  expenditures  for  all  goods.  Hence 
he  will  not  be  willing  to  take  as  much  of  any  good  at  a  given 
price  as  he  would  have  taken  before  his  income  declined. 
Likewise  if  the  marginal  utility  of  one  good  is  increased  by  a 
change  in  tastes,  the  consumer  will  desire  more  of  it  and  will 
expend  more  money  for  it.  This  will  necessitate  a  reduction 
of  expenditures  for  other  commodities,  and  therefore  the  con¬ 
sumer’s  demand  schedules  for  all  these  other  commodities  will 
be  altered  to  some  extent. 

Marginal  Utility  and  Market  Price.  As  we  have  seen,  the 
marginal-demand  prices  of  an  individual  for  different  goods 
are,  in  the  main,  proportional  to  the  marginal  utilities  of  the 
goods  to  him.  But  the  question  arises  whether  the  market 
prices  of  different  goods  are  proportional  to  the  marginal 
utilities  of  these  goods  to  all  the  buyers.  The  answer  is  that 
it  is  possible,  but  not  necessary,  that  this  proportion  would 
prevail.  In  the  first  place,  because  of  differences  in  income  the 
prices  which  different  consumers  stand  ready  to  pay  for  the 
same  quantities  of  the  same  good  are  unlike,  and  the  amounts 
that  they  buy  of  the  same  commodities  at  the  same  prices 
are  unlike.  The  marginal  utility  of  money  is  higher  for  the 
people  of  low  incomes  than  it  is  for  those  who  receive  higher 
incomes.  Hence  the  purchase  of  a  ticket  to  the  theater  at 
three  dollars  by  two  people  who  have  different  incomes  may 
be  a  marginal  purchase  for  both  and  yet  not  represent  the 
same  satisfaction  to  both.  For  the  one  who  has  a  small 
income  three  dollars  may  represent  a  commodity  or  a  quan¬ 
tity  of  commodities  which  have  a  high  marginal  utility,  but 
for  the  other  it  may  represent  goods  that  have  very  little 
marginal  utility. 

In  the  second  place,  we  know  that  the  rich  buy  and  con¬ 
sume  many  commodities  and  services  which  the  ordinary 
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workingman’s  family  never  uses  at  all,  and  that  to  a  less 
extent  the  latter  buy  and  use  commodities  that  the  rich  do 
not  consume.  Between  these  two  sorts  of  commodities,  a 
unit  of  each  of  which  may  sell  for  the  same  price,  there  is  no 
necessity  for  equality  of  marginal  utility  any  more  than  there 
would  be  between  two  commodities  sold  and  consumed  ex¬ 
clusively  in  different  parts  of  the  world.  The  users  of  the 
commodities  are  divided  into  noncompeting  groups.  In  some¬ 
what  the  same  way  extreme  differences  in  tastes  and  habits  of 
consumption  may  separate  two  groups  who  live  in  the  same 
city  and  have  the  same  incomes.  There  are  commodities  which 
are  highly  prized  —  have  high  marginal  utility  —  by  some  and 
not  consumed  at  all  by  others,  because  of  these  differences. 
And  in  this  case  it  does  not  hold  that  the  market  prices  of 
goods  are  proportional  to  their  marginal  utilities.  The  mar¬ 
ginal  buyers  of  different  goods  do  not  have  the  same  scales  of 
satisfaction  in  respect  to  different  goods. 

Some  Practical  Applications  of  the  Marginal-Utility  Theory. 
The  utility  theory,  which  includes  the  principle  of  diminishing 
utility,  is  the  only  reasonable  explanation  of  the  fact  that 
many  of  the  necessities  of  life  sell  at  low  prices  and  command 
only  a  small  portion  of  the  income  of  even  the  wage-earner. 
The  world  could  ill  afford  to  do  without  bread,  and  yet  many 
wage-earners’  families  expend  much  more  income  for  com¬ 
forts  and  decencies  than  for  bread.  Of  course  the  answer 
to  this  apparent  riddle  is  that  the  amount  of  wheat  that  can 
be  obtained  from  the  grain  lands  of  the  world  is  so  great  that 
its  marginal  utility  is  low,  whereas  the  sources  of  less  neces¬ 
sary  goods  are  more  limited  by  nature,  by  the  disutility  of 
labor,  and  by  saving  costs,  and  thus  the  marginal  utilities 
are  high.  The  utility  theory  also  explains  satisfactorily  the 
decline  in  price  when  the  amount  of  any  good  offered  for  sale 
in  the  consumers’  market  is  increased. 

One  of  the  most  consistent  tendencies  of  modern  economic 
life  is  the  constant  expansion  of  wants.  As  invention  and 
scientific  discovery  increase  man’s  power  to  produce,  we  find 
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that  instead  of  confining  production  to  old  commodities  he 
constantly  invents  new  ones.  Both  production  and  consump¬ 
tion  become  more  and  more  complex.  Part  of  this  complexity 
is  due  to  the  fact,  stressed  by  Alfred  Marshall,  that  new  activi¬ 
ties  create  new  wants.  It  is  also  due  to  the  principle  of  dimin¬ 
ishing  utility.  As  the  old  commodities  are  multiplied,  they 
come  to  have  less  and  less  want-satisfying  power;  and  as 
their  utility  declines,  the  producers,  who  are  ever  on  the  alert 
to  sell  goods,  introduce  new  ways  of  satisfying  old  desires  and 
new  modes  of  consumption. 

The  effectiveness  of  advertising  in  expanding  sales  and  in 
keeping  up  prices  rests  on  its  power  to  bring  goods  to  the 
attention  of  potential  consumers  who  would  otherwise  either 
not  know  that  the  goods  existed  or  not  have  their  attention 
constantly  directed  to  them.  In  the  latter  case  the  adver¬ 
tisement  works  to  produce  a  constant  comparison  between 
the  want-satisfying  power  of  the  good  to  be  sold,  often  at  the 
advertiser’s  appraisal,  and  the  want-satisfying  power  of  the 
other  things  its  price  would  buy.  Here  again  the  utility  theory 
furnishes  a  hypothesis  upon  which  we  can  explain  the  observed 
facts. 

The  utility  theory  is  also  helpful  in  such  practical  matters 
as  the  distribution  of  the  burden  of  taxation  among  the  dif¬ 
ferent  income  classes  of  the  community.  The  rich  can  be 
taxed  more  heavily,  both  because  they  have  the  means  to 
pay  and  because  the  subtraction  of  a  given  proportion  of 
their  incomes  through  taxation  does  not  deprive  them  of  the 
same  amount  of  utilities  as  would  the  subtraction  of  the  same 
proportion  from  the  incomes  of  the  lower-income  groups. 
Still  another  application  of  the  theory  can  be  made  in  the 
case  of  the  debts  owed  by  other  nations  to  the  United  States. 
One  hundred  million  dollars  added  annually  to  the  income  of 
the  people  of  the  latter  country  through  the  reduction  of 
taxation  by  reason  of  the  payment  of  this  sum  on  the  French 
debt  would  doubtless  increase  the  sum  total  of  their  satis¬ 
factions.  But  it  would  also  decrease  proportionately  more  the 
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satisfactions  that  would  have  been  enjoyed  by  the  people  of 
France  if  they  had  not  been  taxed  to  make  this  payment. 
The  typical  family  income  of  the  American  people  is  greater 
than  the  typical  family  income  of  the  French.  It  is  therefore 
roughly  correct  to  say  that  to  subtract  a  given  sum  from  the 
incomes  of  the  latter  to  increase  the  incomes  of  the  former 
will  amount  to  depriving  them  of  a  quantum  of  satisfactions 
that  cannot  be  made  up  by  adding  the  same  sum  to  the  in¬ 
comes  of  the  former.  To  be  sure,  the  same  argument  might  be 
made  in  respect  to  many  debtors  and  creditors,  and  we  should 
not  on  that  account  conclude  that  all  debts  should  be  canceled 
when  the  creditors  are  rich  men  and  the  debtors  poor  men. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  It  is  sometimes  said  that  the  utility  explanation  of  demand  price 
is  faulty  because  custom,  whim,  and  the  persuasive  arts  of  salesmen 
determine  the  prices  consumers  are  willing  to  pay  for  goods.  To  this 
we  may  reply :  Economics  does  not  inquire  how  the  consumer  got  his 
desires,  but  only  shows  how  he  makes  his  choices,  desires  being  given. 
Do  you  think  the  reply  is  adequate  ? 

1  2.  "Utility  has  nothing  to  do  with  demand  price.  If  it  did,  people 

would  cease  patronizing  the  'movies’  and  go  to  symphony  concerts, 
refuse  to  buy  gaudy,  unserviceable  clothes,  and  insist  on  quality  rather 
than  appearances  in  their  purchases.”  Show  that  in  this  quotation  an 
erroneous  definition  of  utility  is  implied. 

3.  The  utility  theory  is  frequently  criticized  because,  it  is  said,  it  is 
based  upon  untenable  assumptions.  Which  of  the  assumptions  enu¬ 
merated  in  the  latter  part  of  the  first  section  of  this  chapter  do  you 
believe  are  least  tenable  ? 

4.  One  writer  on  the  theory  of  value  has  said  that  the  utility  of  any 
good  is  regulated  by  the  utilities  of  other  goods.  Show  that  this  is 
partly  correct,  but  that  it  is  not  correct  if  applied  to  our  desires  for 
certain  types  of  goods.  To  which  types  does  it  apply?  not  apply? 

5.  The  operation  of  the  principle  of  marginal  utility  is  sometimes 
interfered  with  because  the  objects  the  consumer  desires  are  not  di¬ 
vided  into  small  units.  Enumerate  commodities  that  you  think  might 
be  sold  in  larger  amounts  if  they  were  salable  in  smaller  units. 
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6.  In  this  chapter  it  is  said  that  the  reason  why  people  will  buy  in¬ 
creasing  quantities  of  goods  only  at  declining  prices  is  the  principle  of 
diminishing  utility.  Assume  that  this  explanation  is  incorrect.  What 
better  explanation  can  you  suggest? 

7.  "The  principle  of  diminishing  utility  is  a  mere  assumption.  It  is 
inferred  from  the  fact  that  prices  decline  as  the  quantity  of  goods 
offered  is  increased.”  Is  this  statement  correct  ?  What  other  evidence 
of  the  existence  of  the  principle  of  diminishing  utility  can  you  give  ? 

8.  A  thousand  families  having  widely  different  incomes  all  buy  milk 
at  the  same  price.  Is  it  possible  that  all  these  families  are  marginal 
buyers  for  the  last  units  purchased?  If  so,  have  the  quantities  taken 
by  each  family  the  same  marginal  utility  ? 

9.  The  elasticity  of  the  collective  demands  for  different  goods  is 
partly  explained  by  the  principle  of  diminishing  utility.  Why? 
What  other  economic  facts  affect  elasticity? 


CHAPTER  X 

COST  OF  PRODUCTION  AND  NORMAL  PRICE 

How  Supply  is  Determined.  The  market  price  of  any  good  is 
determined  by  demand  and  supply.  Demand,  as  we  have  seen 
in  the  preceding  chapter,  is  the  result  of  the  great  variety  of 
conditions  that  determine  the  marginal  utility  of  a  good  to 
consumers  and  the  purchasing  power  which  the  consumers  of 
the  good  can  command.  Supply  is  proximately  determined 
by  the  sellers  who  set  reservation  prices  upon  products  and 
offer  varying  amounts  for  sale  at  the  prices  which  they  believe 
will  yield  them  the  maximum  gain.  The  conditions  affecting 
the  reservation  prices  which  sellers  place  on  goods  have  been 
stated.  To  complete  the  explanation  of  price  we  need,  how¬ 
ever,  to  inquire  somewhat  further  into  the  conditions  affecting 
the  relative  supplies  of  different  commodities. 

It  is  evident  that  if  the  different  amounts  of  consumers’ 
goods  were  arbitrarily  fixed  by  the  government  or  some  other 
agency,  the  price  paid  for  each  commodity  and  the  relative 
prices  of  different  commodities,  or  the  exchange  values  of  all 
commodities  among  themselves,  would  be  determined  by 
demand  alone.  On  the  other  hand,  if  the  demand  schedules  of 
all  goods  were  fixed  and  invariable,  the  amount  of  each  com¬ 
modity  offered  for  sale  would  determine  its  price,  and  the 
relative  prices  of  different  goods  would  also  be  determined  by 
the  relative  amounts  thrown  upon  the  market.  Now  the 
relative  amounts  of  different  goods  put  up  for  sale  are  not 
determined  arbitrarily  any  more  than  the  demand  for  them. 
(It  has  already  been  explained  how  the  forces  back  of  demand 
operate,  and,  in  part,  how  the  supplies  of  goods  that  are 
either  completed  and  ready  for  sale  to  consumers  or  well  on 
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their  way  to  the  retail  market  are  regulated.  We  have  next 
to  study  the  economic  forces  that  act  in  a  permanent  and  per¬ 
sistent  manner  to  determine  the  supply  prices  of  commodities. 
Another  way  of  stating  the  same  problem  is  to  say  that  we 
must  examine  the  long-run  effects  of  economic  forces,  for  the 
temporary  factors  affecting  amounts  offered  for  sale,  and  the 
prices  at  which  sellers  will  offer  goods,  may  be  expected  to 
cancel  out  if  a  long-time  view  of  the  market  is  taken. 

Cost  of  Production  and  Price.  The  problem  of  normal  price 
is,  then,  to  discover  how  supply  prices  are  regulated  by  per¬ 
manent  forces.  For  the  purposes  of  simplification  we  shall 
assume  that  demand  remains  fixed ;  that  is,  that  the  demand 
schedules  for  all  goods  do  not  change.1  If  we  should  ask  a 
manufacturer  of,  say,  cotton  cloth  what  he  considers  a  normal 
price  for  the  commodity  he  produces,  he  would  probably  reply 
that  a  normal  price  is  one  that  covers  his  payments  to  other 
people  for  raw  materials,  labor,  borrowed  money,  land  rent, 
and  so  on,  plus  a  fair  return  on  his  own  investment  and  for 
his  own  work  devoted  to  the  management  of  the  business.  Of 
course  he  would  also  say,  if  he  were  quite  frank  with  us,  that 
he  would  like  to  sell  at  a  price  considerably  above  these  costs 
of  production  in  order  to  earn  a  very  high  return  on  his  in¬ 
vestment  and  for  his  own  work,  and  that  he  would  take 
advantage  of  any  temporary  shortage  of  supplies  to  charge 
the  highest  price  he  could  get.  But  he  would  add  that  com¬ 
petition  seldom  permitted  him  to  do  this  and  that  when  such 
fortunate  opportunities  did  come  to  him  they  were  likely  to 
be  offset  by  the  losses  of  bad  years,  so  that,  in  the  long  run,  he 
could  not  expect  to  receive  a  price  for  his  product  in  excess 
of  cost.2 

If  we  should  next  ask  what  determines  the  rates  at  which 
our  hypothetical  manufacturer  must  buy  the  agents  of  pro¬ 
duction  from  other  people,  or  what  determines  his  out-of- 

1  The  problem  of  normal  price  under  conditions  of  varying  demand  will  be  dis¬ 
cussed  in  Chapters  XIII-XV. 

2  The  student’s  attention  is  again  called  to  the  fact  that  "cost”  includes  a  fair 
return  on  the  entrepreneur’s  own  investment  and  labor. 
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pocket  expenses,  we  should  be  answered  that,  as  far  as  the 
single  producer  is  concerned,  they  are  determined  by  the 
competition  of  other  producers  who  wish  to  employ  the  agents 
in  producing  cloth.  And  if  we  should  ask  what  determines 
the  fair  return  on  the  invested  capital  of  the  manufacturer, 
we  should  learn  that  each  investor  expects  to  obtain  the  com¬ 
petitive  return  for  investments  of  equal  risk  and  that  no  one 
puts  his  funds  into  a  business  unless  assured  that  in  all  proba¬ 
bility  he  will  receive  this  return.  Hence  we  should  find  that 
the  costs  of  the  agents  of  production  are  determined  proxi- 
mately  by  the  competition  of  entrepreneurs  within  the  same 
line  of  production. 

But  the  land  on  which  cotton  is  grown  could  also  be  used 
for  the  production  of  several  other  crops,  the  capital  invested 
in  machinery  could  be  used  in  other  businesses,  and  the  labor 
used  in  the  cotton  mills  might  be  employed  in  some  other 
occupation.  Evidently,  then,  it  is  not  the  demand  of  the 
cotton  mills  alone  that  sets  the  prices  of  these  agents.  The 
cotton  industry  must  bid  against  many  other  industries  for 
land,  labor,  loanable  funds,  entrepreneurship  —  in  fact,  all 
the  agents  of  production.  And  the  cost  of  the  agents  of  pro¬ 
duction  for  making  cotton  cloth  is  thus  set  by  the  competitive 
bidding  of  all  industries  using  the  same  agents  of  production. 
Hence  we  conclude  that  the  cost  of  production  of  cotton  cloth 
is  determined  by  the  value  which  entrepreneurs  in  all  indus¬ 
tries  attach  to  the  agents  for  producing  cloth.  Costs  thus  de¬ 
termined  are  called  opportunity  costs. 

It  may  be  objected  at  this  point  that  we  have  not  explained 
how  the  prices  of  the  agents  of  production  are  ultimately 
determined  —  that  we  have  only  said  that  the  prices  of  the 
different  finished  commodities  tend  to  the  level  at  which  the 
agents  would  earn  the  same  in  all  industries  —  and  have  not 
given  any  conditions  that  fix  the  values  of  these  agents.  It 
must  be  admitted  that  no  explanation  of  the  values  of  these 
agents  has  been  given.  But  for  the  present  discussion  this 
explanation  is  not  required.  The  ultimate  determination  of 


COST  OF  PRODUCTION  AND  NORMAL  PRICE  165 


the  values  of  the  different  groups  of  agents  —  the  factors  of 
production  —  is  not  required  for  the  present  discussion.  We 
are  here  concerned  to  find  out  how  the  costs  of  production  of 
the  products  of  a  single  industry  or  single  commodity  are 
determined.  Producers  in  a  single  industry  cannot  affect 
these  costs  very  much.  They  cannot,  as  a  rule,  affect  the 
total  demand  for  the  factors  of  production  enough  to  cause  a 
change  in  their  prices. 

Later  the  explanation  of  the  values  of  the  factors  will  be 
resumed,  and  it  will  be  shown  how  these  values  are  determined.1 

Still  another  assumption  must  be  made  at  this  point.  We 
know  that  while  the  agents  of  production  tend  to  have  the 
same  costs  to  all  entrepreneurs  in  the  same  market,  the  aver¬ 
age  unit  costs  of  turning  out  a  product  are  not  the  same  in  all 
plants.  Some  entrepreneurs  are  more  skillful  than  others  in 
managing  production,  and  in  consequence  average  unit  costs 
vary  from  plant  to  plant.  This  difficulty  may  be  put  aside  for 
the  present  discussion  by  assuming  that  entrepreneurs  are  of 
equal  efficiency  and  that  total  unit  costs  are  the  same  in  all 
plants. 

Normal  Price.  Since  the  unit  price  of  any  commodity  tends 
toward  its  unit  cost  of  production,  it  is  sometimes  said  that 
normal  price  is  "cost  price.”  This  statement  is  correct,  but  it 
throws  very  little  light  on  the  forces  which  determine  the 
norm  about  which  market  prices  fluctuate.  In  the  following 
explanation  of  normal  price  we  shall  again  resort  to  the  use 
of  the  concrete  illustration  of  cotton  cloth.  We  may  put  the 
problem  as  follows:  At  what  price  will  the  supply  of  cloth 
from  all  the  mills  be  such  that,  in  the  absence  of  temporary 
disturbing  conditions  causing  market  price  to  fluctuate  about 
normal  price,  the  demand  for  cloth  will  just  absorb  the  entire 
annual  product  and  no  more  ? 

The  amount  of  cloth  that  can  be  sold  at  high  prices  is  less 
than  the  amount  that  can  be  sold  at  low  prices,  because  the 
demand  curve  for  cloth,  like  all  other  demand  curves,  slopes 

1  Chapters  XXIV-XXVIII,  on  wages,  rent,  interest,  and  profits. 
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downward.  Hence,  if  the  output  of  the  mills  were  increased 
gradually,  the  price  would  presently  fall  below  the  cost  of 
producing  cloth.  This  would  not  be  a  profitable  condition, 
and  some  labor  and  capital  would  sooner  or  later  be  shifted 
from  the  cotton  mills  to  other  enterprises.  On  the  other  hand, 
if  the  amount  of  cloth  were  gradually  reduced,  a  time  would 
come  when  the  price  was  above  the  cost  of  production  and 
the  mills  would  make  a  larger  money  gain  from  the  use  of  the 
agents  of  production  than  entrepreneurs  in  other  industries 
could  realize  from  the  employment  of  these  same  agents.  This 
would  cause  a  drift  of  labor  and  capital  into  the  cotton  indus¬ 
try,  the  output  of  cloth  would  be  increased,  and  price  would  fall. 

At  some  point  in  the  upward  and  downward  movements  of 
the  output  there  would,  however,  be  a  price  which  would 
neither  invite  any  new  labor  and  capital  to  enter  the  industry 
nor  encourage  any  of  these  agents  already  in  the  industry  to 
leave  it.  This  price  would  be  reached  when  the  agents  of  pro¬ 
duction  employed  in  the  cotton  manufacture  earned  exactly 
the  same  wages,  rent,  interest,  and  entrepreneur’s  profit  as 
they  did  in  all  other  industries.  At  this  price  the  demand  for 
cloth  and  the  amount  produced  would  be  in  stable  equilibrium. 
No  producer  would  have  any  economic  reason  for  either  en¬ 
larging  or  contracting  the  output  of  cloth.  The  price  accom¬ 
panying  such  a  stable  equilibrium  of  demand  and  production 
is  the  normal  price  of  any  commodity .  The  price  of  any  com¬ 
modity  is  normal  if  the  agents  of  production  earn  as  much  in 
the  production  of  that  commodity  as  they  do  in  industry  at 
large,  and  no  more. 

Normal  price  is  not  a  fixed  price.  Economic  conditions 
change,  and  the  point  of  equilibrium  of  demand  and  produc¬ 
tion  does  not  remain  fixed.  The  normal  price  of  a  pair  of  shoes 
may  be  five  dollars  in  1927 ;  five  years  later,  owing  to  changes 
in  the  opportunity  costs  of  the  agents  of  production,  it  may  be 
either  above  or  below  that  figure.  Neither  does  the  term  "nor¬ 
mal”  mean  "ethically  right”  or  "socially  desirable.”  The 
normal  price  of  a  quart  of  milk  may  be  fifteen  cents,  yet  it  may 
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happen  that  at  this  price  the  children  of  poor  families  cannot 
obtain  enough  to  keep  them  vigorous  and  healthy.  No  injustice 
is  practiced  by  the  distributor  who  sells  at  this  price,  although 
there  may  be  serious  social  injustice  in  the  fact  that  the  chil¬ 
dren  are  denied  the  requisites  for  healthful  living.  It  might  be 
entirely  desirable  for  the  state  to  step  in  and  provide  a  cheaper 
supply  of  milk  for  those  unable  to  buy  at  the  normal  price. 

Prime  and  Supplementary  Costs.  In  the  preceding  discussion 
it  has  been  assumed  that  conditions  were  so  stable  that  aside 
from  minor  fluctuations  producers  could  predict  with  a  high 
degree  of  certainty  the  outcome  of  their  investments  in  mate¬ 
rials,  labor,  and  fixed  capital.  Under  these  conditions  manu¬ 
facturers  would  not  make  the  error  of  building  large  mills 
which  could  not  be  run  at  capacity,  nor  would  farmers  plant 
tracts  of  land  that  were  not  required  to  meet  existing  demand 
for  their  products.  We  may  now  modify  our  previous  assump¬ 
tions  by  admitting  the  fact  that  demand  cannot  be  accurately 
forecast  and  that  one  producer  cannot  know  the  amounts  of 
product  his  competitors  will  put  upon  the  market  in  the  future. 

It  matters  little  what  goods  may  have  cost  in  terms  of  past 
labor,  past  investment  of  capital,  and  past  cost  of  raw  ma¬ 
terials  if  a  given  quantity  has  been  thrown  upon  the  market. 
As  we  have  seen,  this  quantity  will  have  to  sell  for  whatever 
the  buyers  are  willing  to  pay  for  it.  Hence  it  is  only  when 
past  plans  for  production  and  past  costs  have  been  accurately 
adjusted  to  the  demand  that  exists  when  the  finished  goods 
arrive  at  the  consumers’  market  that  goods  sell  for  prices  that 
agree  with  past  costs  of  production.  It  often  happens  that  en¬ 
trepreneurs  invest  too  much  capital  in  the  buildings  and  ma¬ 
chinery  of  a  certain  industry.  Such  capital  goods  cannot  be 
quickly  worn  out  and  they  cannot  be  used  for  the  production 
of  any  sort  of  commodity  except  the  one  for  which  they  were 
intended.  If  their  earnings  fall  below  the  gains  that  could  have 
been  obtained  if  the  investment  had  been  made  in  other 
industries,  the  entrepreneurs  have  no  recourse.  They  must 
take  whatever  the  capital  will  earn. 
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If,  for  example,  too  much  specialized  machinery  has  been 
constructed  for  the  production  of  cotton  cloth,  the  owners 
cannot  transfer  it  to  the  shoe  industry  or  any  other  industry, 
no  matter  what  are  the  profits  to  be  made  in  these  alternative 
employments.  Concrete  examples  of  capital  which  has  thus 
been  unwisely  invested  are  found  in  every  community.  In 
every  city  there  are  buildings  which  cannot  be  let  to  tenants 
at  rentals  which  will  pay  both  the  operating  expenses  and  the 
customary  return  on  the  money  tied  up  in  the  building.  In 
certain  parts  of  the  United  States  competing  lines  of  railroads 
are  too  numerous ;  some  are  therefore  unable  to  pay  dividends 
to  their  stockholders. 

Costs  arising  from  interest  on  fixed,  specialized  capital  and 
from  depreciation  from  obsolescence  and  the  elements  are  not, 
in  the  short  run,  opportunity  costs.  This  same  statement 
applies  to  outlays  incurred  by  producers  for  raw  materials 
purchased  under  long-time  contracts,  to  the  salaries  of  em¬ 
ployees  who  must  be  retained  to  keep  the  organization  of  the 
business  intact,  and,  in  fact,  to  the  price  paid  for  any  agent 
of  production  that  the  producer  must  buy  or  employ  for  a 
relatively  long  period  of  time.  In  contrast  with  the  outlays 
which  have  been  made  for  such  agents  are  payments  for  com¬ 
mon  labor,  raw  materials  bought  as  required  for  use,  and 
other  similar  expenses.  The  expenses  which  the  entrepreneur 
incurs  for  raw  materials,  common  labor,  and  repairs  necessary 
to  make  good  the  effects  of  wear  and  tear  are  called  the  prime 
costs  of  doing  business.  The  expenses  brought  about  by  put¬ 
ting  up  buildings,  constructing  bridges  and  tunnels  —  that  is, 
interest  and  depreciation  on  permanent  capital  —  together 
with  the  salaries  of  higher  employees,  are  called  supplementary 
costs.  In  general,  supplementary  costs  result  from  investment 
in  durable,  specialized  instruments  of  production ;  prime  costs 
result  from  the  purchase  of  human  services  and  goods  that 
can  be  quickly  turned  into  finished  commodities, 
i  In  the  long  run  it  would  appear  that  a  good  must  sell  for  a 
price  that  covers  both  its  prime  costs  and  its  supplementary 
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costs.  If  it  does  not,  entrepreneurs  will  cease  to  produce  it; 
for  even  the  most  durable  capital  wears  out,  and  if  the  invest¬ 
ment  in  it  has  not  proved  profitable,  such  capital  will  hardly 
be  replaced.  This  seems  to  be  a  conclusion  from  which  there 
is  no  escape.  Yet  it  is  a  conclusion  that  rests  on  the  assump¬ 
tion  that  entrepreneurs  can  foresee  what  will  happen  in  the 
future,  which  they  cannot  do.  Consequently  we  find  that, 
because  of  repeated  mistakes  on  the  part  of  investors  and  en¬ 
trepreneurs,  an  industry  may  continue  for  a  considerable 
period  of  time  producing  goods  at  costs  (the  sum  of  prime 
and  supplementary)  in  excess  of  selling  prices. 

To  show  that  it  is  often  the  most  profitable  procedure  for 
producers  to  sell  goods  at  something  below  the  sum  of  both 
prime  costs  and  supplementary  costs,  let  us  assume  that  the 
total  unit  cost  of  the  good  is  $5,  its  prime  cost  $3,  and  its  sup¬ 
plementary  cost  $2.  If  the  price  falls  below  $3,  the  day-to-day 
expenses  cannot  be  covered  and  the  producers  will  cease  hir¬ 
ing  labor  and  buying  materials  that  give  rise  to  a  good  which 
is  worth  less  than  its  prime  costs.  But  it  is  otherwise  if  the 
good  sells  for  anything  over  $3.  All  prime  costs  are  now  cov¬ 
ered  and  there  remains  over  and  above  such  costs  something 
with  which  to  meet  interest  charges  and  depreciation  on  the 
fixed,  specialized  capital.  If  the  entrepreneur  ceases  producing, 
most  of  these  capital  expenses  will  go  on  just  the  same  as  if 
his  plant  were  running  at  full  capacity ;  so  he  will  continue  to 
produce  as  long  as  the  good  sells  for  anything  above  $3.  But 
when  the  plant  wears  out,  he  will  not  rebuild  it  unless  he 
anticipates  that  in  the  future  both  prime  expenses  and  sup¬ 
plementary  expenses  can  be  met. 

Here,  however,  the  element  of  risk  and  the  necessity  for 
prediction  and  forecasting  again  come  into  play.  The  entre¬ 
preneur  who  had  suffered  disastrous  losses  because  he  could 
not  cover  all  his  supplementary  costs  might  not  be  willing  to 
risk  further  investments.  But  business  conditions  are  not 
often  stable,  and  a  year  or  two  of  prosperity  immediately 
preceding  the  time  when  the  decision  to  invest  or  not  invest 
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must  be  made  may  so  overshadow  more  remote  losses  that 
both  the  entrepreneur  and  the  bond-buyer  may  decide  again 
to  invest  in  the  business  which  in  the  past  has  not  proved  suc¬ 
cessful.  If  they  decide  not  to  invest,  others  may  take  a  more 
optimistic  view  and  thus  keep  the  industry  overbuilt  for  a 
long  period  of  time.  Evidently  the  railroads  in  the  territory 
west  of  the  Mississippi  River  were  for  years  overbuilt,  es¬ 
pecially  during  the  two  decades  preceding  1900.  Yet  this  did 
not  deter  two  of  them  from  constructing  at  great  expense  two 
additional  lines  to  the  Pacific  coast  when  a  few  years  of  good 
profits,  following  the  revival  of  business  in  1898,  had  put  the 
older  lines  on  a  more  solid  financial  basis. 

When  producers  are  confronted  with  a  decrease  in  demand 
and  are  therefore  unable  to  sell  the  maximum  output  of  their 
plants,  it  not  infrequently  happens  that  they  attempt  for  a 
time  to  maintain  prices  by  reducing  output  either  by  running 
only  part  time  or  allowing  a  part  of  the  plants  to  stand  idle. 
Usually  when  this  happens,  it  would  be  impossible  to  sell  the 
capacity  output  for  enough  to  cover  prime  cost.  But  output 
is  likely  to  be  reduced  before  prices  have  reached  so  low  a 
level  as  prime  cost.  A  common  reason  for  this  procedure  is 
that  to  reduce  prices  would  spoil  the  market  and  prevent  a 
revival  of  demand.  The  prices  at  which  the  goods  are  sold 
are  supposed  to  have  become  customary ;  and  if  they  were  re¬ 
duced,  consumers  might  refuse  to  buy  when  at  a  later  period 
they  were  again  put  back  to  the  old  figure. 

Whether  the  conditions  that  compel  producers  to  sell  their 
products  at  prices  below  the  sum  of  prime  costs  and  supple¬ 
mentary  costs  are  permanent  or  only  temporary  depends  on 
a  number  of  considerations.  In  the  depression  stage  of  the 
business  cycle  many  —  sometimes  all  —  of  the  producers  in  a 
trade  are  forced  either  to  sell  below  total  costs  or  close  down. 
But  the  situation  is  only  temporary  for  a  majority.  With  the 
return  of  prosperity  demand  revives  and  costs  can  again  be 
covered.  But  it  is  not  with  the  conditions  incident  to  the 
business  cycle  that  we  are  here  concerned,  but  rather  with 
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dislocations  of  demand  and  supply  growing  out  of  overexpan¬ 
sion  of  fixed  plant,  major  changes  in  demand,  and  advances  in 
productive  technique.  When  these  are  the  causes  of  the  in¬ 
ability  of  the  producers  to  cover  all  their  costs,  the  perma¬ 
nence  of  the  difficulty  depends  on  (1)  the  durability  of  the 
fixed  capital,  (2)  the  trend  of  demand,  —  whether  stationary, 
rising,  or  falling,  —  and  (3)  the  extent  to  which  producers  are 
able  to  predict  future  changes  in  demand.  For  example,  if  the 
capital  in  the  industry  is  very  durable  and  if  a  large  part  of  it 
is  new,  the  period  of  readjustment  may  be  relatively  long. 
It  may  take  years  for  the  producers  to  reduce  the  amount 
offered  for  sale  to  a  point  where  marginal  demand  price  equals 
cost  to  the  marginal  firm.  Again,  if  the  demand  is  increasing, 
the  period  will  be  shorter  under  any  given  situation  in  respect 
to  the  durability  of  capital  than  it  will  be  if  demand  is  station¬ 
ary  or  falling.  Finally,  if  the  producers  misjudge  the  trend  of 
demand  ana  interpret  each  temporary  revival  of  demand  as  a 
change  in  the  long-time  movement  of  demand  and  on  that 
account  replace  old  or  build  new  plants,  the  readjustment  of 
output  to  demand  may  be  long  in  coming. 

It  may  well  be  asked  whether  there  is  any  truth  in  the  state¬ 
ment  that  prices  tend  to  coincide  with  costs  of  production  in 
those  industries  which  require  large  amounts  of  fixed  capital. 
Is  it  not  more  nearly  correct  to  say  that  in  these  enterprises 
speculation  plays  so  great  a  part  that  only  prime  cost  affects 
price  ?  Is  it  not  true  that  the  investment  in  specialized  capital 
is  so  largely  a  gamble  that  no  relation  between  supplementary 
cost  and  price  can  exist?  To  these  questions  two  answers  can 
be  made.  In  the  first  place,  the  price  of  a  good  cannot  re¬ 
main  for  very  long  above  the  sum  of  its  prime  cost  and  sup¬ 
plementary  cost,  since  competition  both  between  businesses 
already  established  and  between  them  and  new  concerns  will 
result  in  such  an  increase  of  production  that  the  gap  between 
the  cost  and  the  price  will  be  closed.  In  the  second  place, 
capital  must  all  eventually  wear  out  and  that  which  has 
proved  unprofitable  will  hardly  be  replaced  unless,  as  has 
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been  said,  conditions  seem  to  point  to  prices  high  enough  to 
cover  the  going  return  on  new  investments.  But,  after  all,  too 
close  an  equality  between  costs  and  prices  must  not  be  in¬ 
sisted  upon,  for  this  relationship  is  not  one  established  by  the 
forces  of  nature  apart  from  the  action  of  men  themselves. 
The  tendency  for  the  values  of  freely  mobile  agents  to  agree 
with  the  values  of  the  products  to  which  they  contribute  is  the 
result  of  many  forces  operating  on  the  demand  of  consumers 
and  on  the  entrepreneurs  who  control  production.  A  perfect 
coincidence  between  the  prices  marginal  entrepreneurs  have 
paid  for  the  agents  of  production  and  the  prices  of  the  products 
cannot  be  expected  as  long  as  unforeseen  forces  are  constantly 
interfering  with  the  calculations  of  producers. 

There  are  certain  cases  in  which  the  coincidence  is  perma¬ 
nently  interfered  with.  In  the  trade  between  two  nations 
goods  do  not  exchange  for  prices  that  yield  the  agents^>f  pro¬ 
duction  the  same  return  in  both  countries.  It  may  well 
happen  that  a  unit  of  silk  produced  in  Japan  exchanges  for  a 
unit  of  steel  produced  in  the  United  States  (comparative 
money  prices)  at  such  a  rate  that  labor  in  the  steel  mills  in  the 
United  States  can  be  paid  higher  wages  than  labor  of  com¬ 
parable  skill  in  the  production  of  silk  in  Japan.  The  reason  for 
this  discrepancy  is  the  fact  that  the  Japanese  workers  do  not 
have  the  alternative  of  working  in  American  steel  mills.  There 
is  even  a  certain  amount  of  immobility  of  the  workers  between 
different  sections  of  the  United  States.  Consequently  the  same 
grade  of  labor  may  not  receive  the  same  wages  in  the  produc¬ 
tion  of  different  commodities  coming  from  different  sections. 
Finally,  when  a  unique  natural  agent  is  required  for  the  pro¬ 
duction  of  a  single  commodity,  the  principle  of  opportunity 
cost  is  not  strictly  applicable.  The  normal  price  of  the  com¬ 
modity  into  which  this  agent  enters  is  then  the  sum  of  the 
prime  and  supplementary  costs  when  the  agents  having  alter¬ 
native  uses  are  applied  marginally  on  the  unique  agent. 
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STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Normal  price  is  sometimes  said  to  be  the  "right  price”;  it  is 
also  said  to  be  the  "just  price”  of  a  good.  If  price  is  above  normal,  in 
what  sense  is  it  not  "right”  ?  in  what  sense,  if  any,  is  it  not  "just”  ? 

2.  Cost  of  production  governs  price.  A  merchant  who  computes  his 
costs  correctly  will  never  lose  money.  Is  this  statement  correct? 

3.  Cost  governs  price  only  in  so  far  as  it  affects  the  amount  of  goods 
to  be  put  upon  the  market  in  the  future.  Hence  the  fact  that  goods 
now  offered  for  sale  cost  a  certain  amount  has  nothing  to  do  with 
price.  Is  this  statement  correct?  Is  it  partly  correct? 

4.  If  an  industry  employs  a  large  amount  of  fixed,  specialized 
capital,  a  small  increase  in  business  may  add  very  greatly  to  its  profits. 
Is  this  statement  true  under  all  conditions?  If  not,  what  are  the  con¬ 
ditions  under  which  it  would  be  true  ? 

5.  In  the  long  run  all  supplementary  costs  become  prime  costs. 
Why?  ^ 

6.  "New  commodities  like  the  radio  usually  sell  at  a  price  above  the 
normal.”  Do  you  agree?  Explain. 


CHAPTER  XI 


DIFFERENTIAL  COSTS  AND  NORMAL  PRICE 

Competition  and  Prices.  In  highly  organized  markets  the 
most  effective  method  of  competition  is  price  competition.  If 
a  trader  on  one  of  the  large  grain  exchanges  wishes  to  dispose 
of  his  holdings,  he  can  practically  always  do  so  by  offering 
them  at  a  price  slightly  below  the  figure  at  which  his  competi¬ 
tors  are  willing  to  sell.  If  he  wishes  to  increase  his  holdings, 
he  can  always  do  so  by  bidding  a  trifle  above  the  market.  In 
retail  markets,  which  are  not  so  well  organized  as  the  grain 
exchanges,  competition  through  price  reduction  is^  also  one 
of  the  chief  methods  of  attracting  buyers.  Prico -increases 
will  likewise  usually  bring  additional  sellers.  But  other  meth¬ 
ods,  superficially  different  from  price  competition,  are  also 
employed.  More  effective  advertising  and  other  forms  of 
increased  sales  effort,  easier  credit,  additional  services  fur¬ 
nished  with  the  goods  sold,  —  all  these  are  common  methods 
of  drawing  buyers  away  from  rivals.  But  a  moment’s  reflec¬ 
tion  shows  that,  after  all,  these  other  forms  of  competition 
amount  to  the  same  thing  as  reducing  prices.  A  better  good 
is  offered  at  the  same  price,  or  a  special  service  is  sold  with 
the  physical  good,  or  the  buyer  is  given  additional  time  in 
which  to  pay  for  the  good.  In  short,  more  value  is  offered 
for  the  same  money,  which  is  not  significantly  different  from 
offering  the  same  value  for  less  money. 

Increased  use  of  advertising  seems  to  be  a  different  form  of 
competition,  but  actually  it  is  not,  in  many  instances.  Since 
the  market  for  consumers’  goods  is  not  so  closely  knit  together 
as  is  the  grain  market,  by  personal  contacts  and  efficient  re¬ 
porting  of  information,  the  individual  merchant  must  under- 
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take  to  spread  the  news  of  bargains  in  price  and  quality.  A 
merchant  who  took  no  trouble  to  bring  his  wares  to  the 
attention  of  consumers  would  be  comparable  to  a  grain-dealer 
who  retired  to  an  obscure  corner  to  utter  his  bids  and  offers. 
When  advertising  aims  at  informing  the  buyer,  there  can  be 
no  question  that  it  serves  to  organize  the  market  and  to  make 
prices  more  uniform  throughout  the  market. 

Much  sales  effort,  including  a  great  deal  of  advertising, 
does  not  aim  at  informing  the  buyer  but  at  playing  upon  his 
emotions  in  order  to  increase  his  estimate  of  the  value  of  the 
goods  to  be  sold.  The  aim  is  not  to  tell  the  buyer  what  prices 
and  qualities  are  but  to  persuade  him  that  he  cannot  do  with¬ 
out  the  commodity  for  which  the  seller  wishes  to  increase  the 
demand.  To  a  considerable  degree  such  sales  efforts  have 
the  desired  effect,  but  this  effect  is  much  minimized  by  the 
fact  that  all  the  competitors  can  make  use  of  the  various  sell¬ 
ing  devices.  Moreover,  no  amount  of  sales  effort  can  perma¬ 
nently  keep  up  a  demand  for  a  competitive  good  if  it  is  much 
inferior  to  the  products  of  other  sellers.  In  conclusion  we 
must  admit  that  while  price-cutting  is  still  the  most  impor¬ 
tant  method  of  competition,  other  means  of  acquiring  and 
holding  the  patronage  of  buyers  are  also  in  use.  It  does  not 
always  happen  that  the  seller  who  offers  the  good  for  the 
cheapest  price  will  drive  out  all  his  rivals. 

An  important  factor  limiting  the  ability  of  the  seller  who 
cuts  prices  to  get  business  away  from  his  competitors  is  the 
lack  of  homogeneity  of  markets.  In  retail  trade,  and  to  a  less 
extent  in  manufacturing,  each  individual  entrepreneur  has  a 
clientele.  Of  the  group  who  customarily  buy  from  him  some 
are  extremely  difficult  to  detach  and  to  induce  to  buy  from 
other  sellers ;  others  drift  about  from  seller  to  seller,  con¬ 
stantly  on  the  alert  to  discover  where  they  can  "get  the  most 
for  their  money.”  Each  seller  has  a  market  to  which  his  rivals 
do  not  have  ready  access,  yet  they  do  have  some  access.  The 
seller  cannot  keep  prices  too  high,  and  he  must  offer  some 
bargains  if  he  expects  to  keep  the  goodwill  of  his  customers. 
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This  fact  is  so  well  known  that  manufacturers  try  very  hard 
to  make  their  products  appear  different  from  those  of  com¬ 
petitors,  in  order  that  the  consumer  may  be  prevented  from 
making  comparisons. 

The  ideal  market  is  one  in  which  there  is  competition  of 
many  sellers  and  many  buyers,  in  which  competition  is  free 
and  combination  absent,  in  which  the  competition  is  so  homo¬ 
geneous  that  all  the  sellers  are  in  contact  with  all  the  buyers, 
and  in  which  the  same  good  is  sold  and  bought  by  all.  These 
conditions  are  never  fulfilled  completely  in  real  life.  They 
are  closely  approached  in  the  organized  markets  for  elemen¬ 
tary  raw  materials;  they  are  approached  less  closely  in  the 
market  for  capital  goods  and  in  the  retail  market  for  some 
common  standardized  commodities ;  and  they  are  farthest 
from  realization  in  the  retail  market,  especially  when  the 
good  is  a  luxury  or  a  very  minor  item  in  the  budget  of  the 
consumer.  Although  complete  realization  of  the  perfect  mar¬ 
ket  is  not  attained  in  many  exchanges,  there  is  a  constant 
tendency  for  all  markets  to  become  better  organized.  The 
great  grain  exchanges  are  a  relatively  recent  development. 
Advertising  has  contributed  greatly  to  the  organization  of 
the  retail  market,  and  so  have  improved  means  of  communi¬ 
cation.  The  education  of  the  consumer  and  the  dissemination 
of  information  by  magazines,  books,  and  newspapers  have 
also  contributed  to  this  end.  Hence  we  may  conclude  that 
the  assumption  of  a  perfect  market  for  any  given  good  is  not 
contrary  to  fact.  It  is  merely  an  assumption  which,  though 
never  realized,  is  more  nearly  true  for  goods  in  general  than 
is  any  substitute  assumption. 

Entrepreneurs’  Differential  Costs  and  Normal  Price.  It  is  not 
asserted  that  demand  and  supply  will  fix  price  at  any  given 
moment  at  the  cost  of  any  producer.  Because  of  the  inability 
of  entrepreneurs  to  control  supply  completely  and  to  anticipate 
demand,  market  price  deviates  from  normal  price.  Normal 
price  does,  however,  correspond  with  cost  of  production.  But 
costs  are  not  the  same  for  all  the  producers  who  supply  a  given 
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commodity.  The  next  step  in  the  explanation  of  price-making 
is  to  determine  whether  normal  price  tends  to  coincide  with 
the  cost  of  production  of  the  most  efficient,  the  least  efficient, 
or  some  other  producer.  To  this  question  two  answers  can  be 
made,  depending  upon  the  conditions  which  are  assumed  to 
prevail  within  the  industry  producing  the  good  whose  price 
it  is  sought  to  explain. 

The  simplest  assumption  is  that  a  completely  static  condition 
prevails  in  the  industry.  Population  is  supposed  to  be  always 
the  same  in  numbers;  the 
amounts  of  capital,  labor, 
and  entrepreneurship  con¬ 
stant  ;  the  demands  of  the 
consumers  for  the  various 
commodities  changeless;  the 
state  of  the  arts  the  same ; 
and  the  capacity  of  entre¬ 
preneurs  changeless.  Un¬ 
der  these  conditions  market 
price  will  correspond  with 
normal  price,  and  normal 
price  will  correspond  with  the  cost  of  production  of  the  least 
efficient  producer  in  the  industry.  In  Fig.  14  the  demand, 
which  is  constant,  is  such  that  1000  units  can  be  sold  at  $1 
a  unit.  The  equilibrium  price  is  $1  a  unit,  which  corresponds 
with  the  cost  of  production  of  C,  the  least  efficient  firm  that 
can  remain  permanently  in  the  industry.  To  prove  that  the 
price  cannot  be  anything  else  under  these  assumptions,  sup¬ 
pose  that  it  were  $1.10  a  unit.  This  would  allow  a  fourth  firm, 
D,  to  enter  the  market  with  an  average  cost  of  production  of 
$1.10  a  unit.  The  buyers  would  now  be  asked  to  take  1200 
units,  which  they  could  be  induced  to  do  only  if  price  fell  to 
75  cents.  But  this  price  would  not  cover  the  costs  of  any  of 
the  producers  except  A.  Consequently  all  the  others  would 
tend  to  put  the  agents  of  production  that  they  control  to  some 
other  use,  the  amount  of  the  commodity  would  be  decreased. 
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and  as  this  decrease  took  place,  price  would  rise.  The  amount 
of  the  good  might  be  so  reduced  that  only  800  units  were 
offered  for  sale.  This  would  likewise  result  in  an  unstable 
relationship  of  demand  and  production;  for  that  amount 
would  sell  at  considerably  more  than  $1,  and  producers  would 
be  able  to  make  more  in  this  industry  than  in  other  industries. 
The  agents  would  be  returned  from  competing  industries,  and 
price  would  again  come  to  rest  at  $1  a  unit.  Evidently  a  pro¬ 
ducer  whose  costs  exceeded  $1  could  not  find  a  permanent 
place  in  the  industry.  Under  static  conditions,  it  may  be  con¬ 
cluded,  normal  price  coincides  with  the  cost  of  production  of 
the  least  efficient  producer  whose  output  is  required  to  bring 
about  an  equilibrium  of  demand  and  supply. 

The  conditions  affecting  the  problem  may  now  be  changed 
by  supposing  that  some  of  the  forces  considered  changeless  in 
the  preceding  paragraph  now  become  variable.  Let  us  sup¬ 
pose  that  population  is  increasing  and  that  the  demand  for 
goods  is  subject  to  constant  change.  Under  these  circum¬ 
stances  some  entrepreneurs  will  always  make  mistakes.  Too 
large  or  too  small  a  quantity  of  the  agents  of  production  will 
be  found  now  in  one  industry  and  now  in  another.  Because  of 
the  mistakes  of  entrepreneurs  the  agents  of  production  will 
be  put  into  industries  in  which  their  products  will  sell  for  less 
than  they  would  have  brought  in  other  lines  of  production, 
or  so  little  of  these  agents  will  be  used  in  some  industries  that 
for  a  time  their  products  will  sell  for  more  than  they  would 
in  industry  at  large.  These  are  the  conditions  of  actual  price¬ 
making.  No  industry  ever  adjusts  itself  exactly  to  the  de¬ 
mand  for  its  products  for  a  very  long  period  of  time. 

The  accumulation  of  capital  and  the  progress  of  invention, 
whose  effects  upon  the  volume  of  production  are  at  present 
unmeasurable  and  unpredictable  with  any  degree  of  accuracy, 
will  obviously  aggravate  the  errors  due  to  faulty  forecasting 
of  demand.  But  all  dynamic  conditions  thus  far  discussed 
tend  to  produce  deviations  of  supply  first  on  one  side  and  then 
on  the  other  side  of  the  point  of  equilibrium  of  supply  and 
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demand.  These  are  the  conditions  that  prevent  market  price 
from  agreeing  with  the  normal,  or  stable-equilibrium,  price. 
But  all  producers  make  errors  in  forecasting,  and  everyone 
expects  to  experience  some  fluctuations  along  with  all  the  other 
competitors  in  the  business.  At  times  he  will  inevitably  find 
his  costs  in  excess  of  market  prices,  but  at  other  times  below. 
Hence  we  cannot  say  that  the  unpredictable  nature  of  business 
inevitably  causes  the  existence  of  firms  whose  costs  are  on  the 
average  above  the  selling  price.  If  the  diagram  is  taken  to 
represent  normal  conditions,  the  unsuccessful  firms  cannot  be 
accounted  for  by  chance  errors  —  they  cannot  be  explained  as 
marginal  firms  temporarily  in  distress. 

Two  conditions  of  modern  business  combine  to  give  us  a 
persistent  fringe  of  unsuccessful  producers  in  practically  all 
industries.  In  the  first  place,  the  existence  of  dynamic,  un¬ 
predictable  forces  prevents  business  from  being  reduced  to  a 
mathematical  routine,  and  therefore  normal  price  is  only  the 
center  of  the  fluctuations  of  market  price.  Moreover,  the 
norm  itself  is  constantly  changing  with  the  progress  of  tech¬ 
nique  and  the  progress  of  society  generally.  In  the  second 
place,  the  existence  of  the  unsuccessful  fringe  arises  from  the 
struggle  among  entrepreneurs  for  the  monetary  gains  of  busi¬ 
ness.  All  are  trying  to  obtain  the  limited  number  of  prizes 
offered  by  society  for  efficient  production.  As  in  any  other 
competition  some  must  fail,  and  they  are  the  unsuccessful 
producers  whose  costs  exceed  price.  As  in  any  other  compe¬ 
tition  the  degree  of  success  attained  by  different  producers 
will  be  distributed  from  the  one  extreme  of  very  low  costs  to 
the  opposite  extreme  of  very  high  costs.  Moreover,  it  must 
be  remembered  that  an  entrepreneur  may  be  successful  for  a 
time  and  later  fail  because  of  advancing  age,  because  new 
conditions  have  arisen  with  which  he  is  not  trained  to  cope, 
or  because  he  has  built  his  business  so  large  that  it  is  beyond 
his  capacity  for  management. 

The  tendency  for  incompetent  entrepreneurs  to  enter  busi¬ 
ness  might  be  checked  if  there  were  an  impartial  jury  to  decide 
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in  advance  whether  the  potential  entrepreneur  would  be  able 
to  master  not  only  routine  but  also  business  policy.  But  no 
such  jury  exists,  and  only  by  experiment  can  anyone  deter¬ 
mine  whether  he  has  ability  to  manage.  We  find,  then,  that 
there  is  a  constant  tendency  for  men  to  become  entrepreneurs 
who  have  not  the  capacity  to  exercise  that  function. 

Under  competitive  conditions  the  unsuccessful  producers 
are  eliminated  by  business  failure.  Because  they  are  unable  to 
Y  keep  their  costs  at  or  be¬ 

low  the  level  of  normal 
price,  they  either  become 
bankrupt  or,  foreseeing 
that  event,  sell  their  busi¬ 
nesses  to  more  efficient  en¬ 
trepreneurs.  Or  they  may 
slowly  withdraw  their 
investment  by  allowing 
their  plants  to  wear  out 
gradually  and  invest  in  a 
more  hopeful  enterprise, 
managed  by  others,  what¬ 
ever  they  have  been  able 
to  save  from  the  wreck. 
But  whichever  course  they  pursue,  they  are  eliminated,  and 
the  agents  of  production  which  they  have  employed  become 
valueless  or  are  taken  over  by  more  efficient  producers  or  are 
shifted  to  an  enterprise  where  the  demand  for  them  is  greater 
or  the  owner  better  qualified  to  compete. 

But  no  sooner  is  one  group  of  inefficient  producers  driven 
out  of  the  business  than  another  group  appears  to  take  its 
place.  In  a  dynamic  society  normal  price  tends,  therefore,  to 
coincide  with  the  average  cost  of  production  of  a  firm  or  group  of 
firms  that  is  somewhat  more  efficient  than  the  least  efficient  pro¬ 
ducers  in  the  field.  This  condition  is  illustrated  by  Fig.  15. 
The  average  costs  of  the  group  of  five  producers,  A,  B,  C,  etc., 
as  represented  by  the  upper  margins  of  the  corresponding 
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polygons,  are  $4,  $5,  $6,  etc.  The  curve  DD  represents  the 
total  demand  for  the  commodity.  All  groups  of  producers 
except  D  and  E  have  costs  below  the  selling  price,  which  is 
$7.  The  cost  of  D  corresponds  exactly  with  that  price,  and 
the  cost  of  E,  the  least  efficient,  is  $1  above  the  price.  The 
bulk  of  the  product  is  furnished  by  the  marginal,  or  typical, 
firms  in  group  D.1  In  any  important  market  the  number  of 
groups  who  produce  at  different  costs  is  far  larger  than  the 
five  shown  by  the  polygons  in  the  figure.  It  is  more  typical, 
therefore,  to  represent  cost  differentials  by  a  continuous  curve 
such  as  CC,  which  follows  the  same  general  trend  as  the  irregu¬ 
lar  line  formed  by  the  upper  margins  of  the  polygons  A,  B,  C, 
etc.  All  the  producers  whose  costs  are  below  $7  sell  at  a 
profit.  The  producer  whose  cost  just  corresponds  to  the  sell¬ 
ing  price  is  called  the  marginal  producer,  and  the  supply 
which  is  just  forthcoming  at  that  cost  is  called  the  marginal 
supply. 

Cost  differentials  similar  to  those  depicted  by  the  curve  CC 
have  been  discovered  in  a  number  of  widely  different  indus¬ 
tries  by  actual  cost  studies.  Of  course  these  differentials  are 
not  the  same  for  any  two  industries,  but  the  general  shape  of 
the  curve  is  the  same.  There  are  usually  a  few  concerns  whose 
costs  are  very  low,  a  larger  number  whose  costs  are  somewhat 
higher,  -a  very  much  larger  group  whose  costs  nearly  coincide 
with  the  selling  price,  and  a  few  whose  costs  more  or  less  exceed 
the  price.  As  far  as  can  be  discovered  at  the  present  time,  the 
persistence  of  this  fringe  of  unsuccessful  producers  is  a  con¬ 
stant  phenomenon  in  business.  The  proof  is  not,  one  should 
hasten  to  admit,  completely  conclusive,  because  statistical 
studies  of  costs  have  not  been  made  in  enough  industries  or 
under  sufficiently  varying  conditions  of  business  prosperity  to 
warrant  the  assertion  that  there  is  no  exception  to  the  rule. 
There  is,  however,  much  evidence  from  general  observation  to 

^'Typical”  is  a  somewhat  vaguer  but  more  realistic  term  than  "marginal.” 
It  refers  to  that  group  of  firms  who  achieve  only  moderate  success,  whose  costs 
are  on  the  average  approximately  equal  to  the  selling  price. 


182 


PRINCIPLES  OF  ECONOMICS 


support  the  conclusion.  The  stream  of  bankruptcies  and 
failures  is  not  intermittent  or  confined  to  a  few  kinds  of  busi¬ 
nesses.  It  rises  and  falls  with  the  ebb  and  flow  of  the  tides  of 
general  business  prosperity,  but  never  disappears  entirely. 

It  would  be  an  error  to  ascribe  all  business  failures  to  defects 
in  business  management.  Some  are  the  result  of  natural 
forces,  such  as  storms,  floods,  earthquakes,  and  droughts  of 
unusual  severity,  and  to  a  variety  of  similar  disturbing  phe¬ 
nomena.  Others  are  the  results  of  dishonesty  of  employees, 
of  capricious  legislation,  and  of  the  failure  of  debtors  to  meet 
their  obligations.  Yet  the  majority  of  bankruptcies  and  vol¬ 
untary  withdrawals  are  caused  by  lack  of  capital,  overexten¬ 
sion  of  credit,  inexperience,  and  similar  reasons  that  indicate 
incapacity  of  management. 

Not  all  the  firms  that  are  found  in  the  group  having  the 
highest  costs  (group  E,  Fig.  15)  are  on  their  way  to  bank¬ 
ruptcy.  Some  are  new  concerns  whose  managers  are  only 
getting  a  foothold  in  the  business.  They  have  business  ability, 
but  lack  trade  connections.  In  time  many  of  them  will  be¬ 
come  more  efficient  and  find  their  places  among  the  other 
groups  that  can  cover  their  costs.  Other  businesses  in  this 
group  are  there  because  a  single  bad  decision,  or  a  year  of 
trade  depression,  or  a  sudden  expansion  of  supply  has  tem¬ 
porarily  placed  them  in  this  position.  Some  of  them  will 
prove  unable  to  win  back  a  profitable  business,  whereas 
others  will  sooner  or  later  improve  their  position  and  return 
to  the  low-cost  groups.  There  is  constant  movement  and 
interchange  of  position  of  the  entrepreneurs  in  any  industry. 
As  a  rule,  however,  the  most  efficient  firms  are  unlikely  to 
find  themselves  at  any  time  in  the  E  group  ;  nor  are  the  mem¬ 
bers  of  this  group  likely  to  move  within  a  short  period  of  time 
into  the  most  efficient  group.  The  interchange  of  position  is 
thus  limited  to  movement  within  adjacent  classes. 

This  is  the  normal  condition  of  industry.  The  most  ef¬ 
ficient  make  surpluses,  or  profits,  while  the  least  efficient  incur 
losses  and  must  either  improve  their  position  or  be  forced  out 
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of  business.  This  situation  appears  to  be  unstable.  The  ques¬ 
tion  at  once  arises,  Why_do  the  more  efficient  producers  not 
drive  all  the  others  out  of  the  industry  ?  Why,  when  they  can 
bring  goods  to  market  at  low  costs,  do  they  not  cut  prices  and 
thus  push  even  the  typical  producers  into  the  E  group  ?  It  is, 
of  course,To  the  interest  of  every  entrepreneur  to  make  as 
large  an  aggregate  of  profit  as  he  can.  But  he  cannot  do  this 
by  selling  a  very  small  quantity  of  goods  at  a  high  margin  of 
profit,  nor  yet  by  selling  a  large  volume  at  a  small  margin. 
Somewhere  between  these  two  extremes  a  point  will  be  found 
at  which  the  product  of  the  profit  per  unit  of  sales  times  the 
number  of  units  sold  will  be  at  a  maximum,  and  the  volume 
of  production  represented  by  this  number  of  sales  is  the  most 
profitable  total  output  for  the  entrepreneur  to  maintain.  In 
Fig.  15,  the  lowest-cost  producers  can  put  200  units  on  the 
market  at  a  cost  of  $4  per  unit.  With  the  sale  price  at  $7  their 
profit  is  $3  per  unit,  and  their  aggregate  profit  $600.  Let  us 
now  examine  the  effects  of  an  attempt  on  the  part  of  these 
very  efficient  entrepreneurs  to  drive  out  the  other  producers. 
We  may  suppose  that  if  they  offered  the  good  for  $6  a  unit, 
they  would  in  time  be  able  to  sell,  say,  1000  units.  They  would 
probably  not  be  able  to  get  all  the  business  of  their  competi¬ 
tors  immediately,  because  some  buyers  would  continue  to 
patronize  other  producers  for  personal  reasons.  But  if  the 
most  efficient  producers  could  sell  1000  units  for  $6  a  unit, 
and  if  their  cost  of  production  remained  $4,  their  pure  profit 
would  be  $2000.  And  if  they  could  sell  1900  units  at  $6,  they 
would  make  a  pure  profit  of  $3800.  We  see,  then,  that  if  the 
most  efficient  producers  can  keep  their  costs  to  the  low  level 
at  which  they  stand  when  these  producers  are  furnishing  only 
a  part  of  the  supply,  they  will  be  able  to  drive  out  all  the  less 
efficient  competitors  unless  these  competitors  can  also  reduce 
their  costs. 

The  Permanence  of  Entrepreneurs’  Cost  Differentials.  The 
most  efficient  producers  are  not  limited  by  inability  to  obtain 
a  sufficient  supply  of  the  agents  of  production.  Having  high 
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profits,  they  are  able  to  obtain  any  of  the  agents,  except 
entrepreneurship,  by  bidding  a  little  higher  than  the  marginal 
group  can  afford  to  bid.  Nor  is  the  incentive  for  expansion 
lacking,  since  it  would  appear  that  every  extension  of  their 
output  would  increase  profits.  Yet  cost  differentials  are  found 
in  every  industry,  and  they  do  not  disappear  with  the  lapse 
of  time.  Evidently  there  are  permanent  conditions  that  pre¬ 
vent  the  elimination  of  the  less  efficient  producers.  But  before 
an  attempt  is  made  to  explain  these  conditions,  we  must  recall 
the  assumptions  under  which  the  problem  is  being  considered. 
We  have  assumed  that  demand  is  uncertain  and  that  produc¬ 
ers  cannot  predict  the  amounts  required  to  satisfy  the  market 
exactly  at  cost  of  production.  But  we  shall  rule  out  inven¬ 
tions  and  other  discoveries  tending  to  lower  costs.  As  will 
be  shown  later,  if  the  superiority  of  the  most  efficient  group  is 
derived  from  a  cost-reducing  invention,  the  price  of  the  com¬ 
modity  will  move  in  the  direction  of  their  cost  of  production. 

In  order  to  find  out  why  the  producers  in  group  A  do  not 
drive  out  the  less  efficient  groups,  it  is  necessary  to  know  what 
are  the  causes  of  low  costs.  Several  explanations  are  commonly 
advanced.  It  is  said  that  the  possession  of  unusually  produc¬ 
tive  natural  resources,  such  as  favorable  sites  or  rich  mines, 
is  a  prime  cause  of  low  costs.  To  this  explanation  there  is, 
however,  a  very  damaging  objection.  If  the  sites  used  by 
group  A  are  superior  to  those  employed  by  group  D,  and  if 
this  superiority  is  the  sole  cause  of  the  low  costs  among  the 
former  group,  the  resources  which  are  the  cause  of  the  su¬ 
periority  should  have  imputed  to  them  a  value  amounting  to 
the  difference  between  the  cost  of  $4  and  $7.  Since  land  is  a 
purely  physical,  nonhuman  element  in  production,  other  entre¬ 
preneurs  could  produce  as  much  on  the  favorable  site  as  do 
group  A.  Competition  for  such  sites  will  therefore  raise  them 
in  value,  and  their  annual  rentals  will  absorb  the  difference 
between  $4  and  $7 ;  the  costs  of  production  on  those  sites  will 
then  be  $7.  It  doubtless  happens  in  many  instances  that  the 
firms  who  use  favorable  sites  have  purchased  them  at  an  earlier 
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time  before  their  full  value  was  known  and  that  their  books 
show  only  original  purchase  prices  and  not  present  economic 
values.  These  firms  then  suppose  that  their  costs  are  low 
because,  owing  to  an  accounting  convention,  capital  assets 
are  seldom  advanced  in  value.  Whatever  may  be  the  justi¬ 
fication  of  this  convention  for  the  purposes  of  accountancy,  it 
conceals  the  true  economic  cost  of  production  on  these  sites. 
If  the  land  on  which  a  factory  stands  can  be  sold  in  the  open 
market  for  $15,000,  and  if  land  of  that  value  bears  a  rental 
of  $600,  the  cost  of  using  the  factory  site  for  one  year  is  $600, 
no  matter  what  the  firm  may  have  paid  for  it.  We  must  con¬ 
clude  that  the  possession  of  a  favorable  location  for  manu¬ 
facturing,  rich  deposits  for  mining,  or  high-grade  land  for 
agriculture  does  not  enable  a  producer  to  keep  his  economic 
costs  below  those  of  his  competitors. 

Low  costs  are  also  said  to  be  attributable  to  goodwill,  which 
enables  the  producer  either  to  sell  at  a  slightly  higher  price  or, 
more  probably,  to  retain  a  constant  and  large  volume  of  trade. 
But  goodwill  usually  has  its  economic  cost.  It  is  gained 
through  superior  goods,  superior  service,  or  superior  adver¬ 
tising.  If  these  costs  are  current,  they  will  usually  be  counted 
into  the  expenses  of  production.  But  sometimes  the  goodwill 
is  a  legacy  of  past  efficiency  and  past  expenditures,  and  hav¬ 
ing  been  charged  against  the  product  during  the  time  the 
expenditures  were  made,  it  does  not  show  on  the  books  of  the 
firm  at  the  present  time.  Here  again,  if  the  goodwill  has  a 
market  value,  it  should  be  counted  as  part  of  the  cost  of  pro¬ 
duction,  since  the  firm  enjoying  it  could  sell  it  to-another  pro¬ 
ducer  who  could  use  it  as  efficiently  as  its  present  owners. 
When,  however,  goodwill  is  not  vendible  property  but  at¬ 
taches  to  persons,  the  case  is  different.  For  example,  a  small 
storekeeper  may  have  developed  a  valuable  following  of  buy¬ 
ers  in  his  neighborhood.  He  does  not  need  to  offer  "specials” 
to  hold  his  trade ;  he  can  select  his  credit  risks  with  greater 
freedom  and  so  reduce  bad-debt  losses ;  he  can  count  on  a 
steady  volume  of  trade  to  keep  his  capital  and  his  salesmen 
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working  at  capacity.  Part  of  this  following  has  probably  be¬ 
come  attached  to  the  store  as  an  objective  entity  and  could 
therefore  be  transferred  to  other  merchants  who  might  like  to 
buy  the  store.  But  it  is  more  common  under  the  circum¬ 
stances  that  it  attaches  personally  to  the  storekeeper  and 
cannot  be  transferred  to  anyone  else.  When  this  is  the  case, 
goodwill  is  a  true  explanation  of  low  costs. 

Patents  and  secret  processes  are  sometimes  listed  as  the 
causes  of  low  costs.  But  like  favorable  sites  and  rich  farm 
land,  these  monopoly  privileges  have  a  sale  value,  —  a  com¬ 
petitive-use  value  for  which  other  producers  will  pay,  —  and 
their  sale  value  becomes  an  economic  cost  to  the  user. 

Again,  another  sort  of  discrepancy  between  accounting 
practice  and  economic  analysis  may  give  rise  to  a  difference 
between  costs  computed  from  the  records  of  the  firms  and  the 
true  economic  cost  as  we  have  explained  it.  A  manufacturer 
may  find,  for  example,  that  after  including  in  his  costs  all 
items  such  as  rent  of  land,  annual  values  of  goodwill  and 
patents,  his  gross  sales  are  still  above  his  total  costs.  But  in 
this  computation  there  is  often  a  neglected  element  of  op¬ 
portunity  cost.  In  many  businesses  it  makes  little  difference 
for  practical  purposes  whether  the  single  entrepreneur  or  the 
partners  receive  the  gains  of  the  business  in  the  form  of  profits 
or  in  the  form  of  salaries.  But  correct  economic  analysis  re¬ 
quires  that  the  entrepreneurs  should  be  credited  with  the 
salaries  they  could  earn  as  hired  managers,  and  these  salaries 
likewise  are  a  part  of  the  economic  cost  of  production. 

The  principal  permanent  cause  of  the  persistence  of  a  low- 
cost  group  side  by  side  with  several  other  groups  whose  costs 
are  higher  and  with  whom  they  are  in  competition  is  the  su¬ 
perior  management  of  the  group  whose  costs  are  low.  If  after 
all  true  economic  costs  have  been  deducted,  a  firm  engaged  in 
a  highly  competitive  business  continues  to  earn  a  surplus,  we 
must  conclude  that  the  entrepreneurs  in  this  firm  are  able  to 
make  use  of  the  agents  of  production,  which  they  buy  at  the 
same  rate  as  their  competitors,  in  a  superior  manner.  If  a 
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surplus  remains  after  all  economic  costs  have  been  deducted 
from  the  gross  receipts,  that  surplus  is  pure  profit ;  and  if  it 
is  earned  year  after  year,  we  conclude  that  the  firm  is  superior 
to  others  because  the  management  is  superior. 

Superior  firms  do  not,  as  a  rule,  drive  out  all  their  inferiors. 
To  some  extent  inertia,  the  tendency  to  "let  well  enough 
alone,”  is  responsible  for  the  failure  of  low-cost  enterprises  to 
force  price  so  low  that  competitors  are  driven  into  bankruptcy 
or  forced  to  shift  to  some  other  business.  In  other  cases  the 
firms  which  appear  to  be  competing  are  in  reality  in  partly 
different  markets  and  on  that  account  cannot  force  each  other 
to  meet  price  competition.  But  the  principal  reason  why  we 
find  cost  differentials  persisting  for  considerable  periods  of 
time  is  the  operation  of  the  principle  of  diminishing  returns. 
No  matter  how  efficient  a  firm  may  be,  there  is  a  limit  to  the 
size  of  the  organization  which  it  can  control.  As  it  builds  its 
business  larger  and  larger,  a  point  is  eventually  reached  after 
which  it  can  expand  only  at  increasing  unit  cost  for  the  addi¬ 
tional  production  taken  on.  Finally,  any  added  product  costs 
as  much  to  produce  as  it  will  sell  for.  In  other  words,  the  mar¬ 
ginal  cost  of  production  in  the  particular  business  has  become 
equal  to  price.  At  this  point  further  expansion  would  result 
in  reduced  profits.1  At  this  point  the  expansion  of  the  superior 
firm  ceases.  It  is  possible  that  before  the  most  efficient  firm 
has  expanded  to  the  point  where  an  added  unit  of  business 
costs  more  than  it  sells  for,  it  will  have  expelled  all  its  com¬ 
petitors.  Or  in  terms  of  Fig.  15,  a  given  firm  in  group  A  con¬ 
tinues  to  expand  until  it  has  entire  control  of  the  market  and 
sells  1900  units.  It  would  not  be  possible,  however,  for  it  to 
produce  that  amount  at  an  average  cost  of  $4  if  its  superiority 
rested  solely  on  entrepreneurial  efficiency.  As  the  firm  took 
on  more  business  and  assumed  the  management  of  a  larger 
and  larger  plant,  it  would  encounter  diminishing  returns  from 
management,  and  in  consequence  its  average  cost  of  produc¬ 
tion  would  also  increase.  But  it  is  possible  that  it  could  drive 

1  The  student  should  at  this  point  review  pages  67-78  of  Chapter  V- 
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out  all  its  competitors  before  its  marginal  cost  equaled  the 
selling  price,  and  thus  supply  the  entire  market.  If  this  oc¬ 
curred,  we  should  have  a  monopoly  based  solely  on  entrepre¬ 
neurial  efficiency. 

What  has  been  said  of  the  most  efficient  producer  applies 
as  well  to  all  competitors  except  those  in  the  extra-marginal 
group  (group  E,  Fig.  15).  Each  of  the  firms  tends  to  push  pro¬ 
duction  to  the  point  where  its  marginal  cost  and  normal  price 
agree.  Hence  normal  price  agrees  neither  with  the  average 
cost  of  production  of  all  the  competitors  taken  together  nor 
with  the  average  cost  of  any  one  of  them  except  the  marginal 
firms,  but  with  the  marginal  cost  of  all,  the  extra-marginal 
group  excepted.  The  difference  between  average  cost  and 
marginal  cost  is  wide  in  the  case  of  entrepreneurs  of  highest 
efficiency,  lower  for  the  less  efficient  competitors,  and  prac¬ 
tically  nonexistent  for  the  group  of  producers  near  the  mar¬ 
gin.  These  marginal  concerns  are  so  poorly  managed  that  if 
their  true  economic  costs  are  computed  (as  distinguished  from 
their  book  costs),  they  are  found  to  agree  with  the  normal 
price  of  the  product.  That  is,  after  out-of-pocket  costs  have 
been  paid  and  after  allowance  has  been  made  for  interest  on 
proprietors’  capital  and  for  proprietors’  wages,  no  surplus  re¬ 
mains.  The  sum  of  these  economic  costs  equals  the  normal 
price  of  the  product.  If  the  marginal  firm  is  a  corporation  the 
stockholders,  who  are  the  entrepreneurs,  receive  dividends  com¬ 
parable  with  the  rate  of  interest  they  could  have  obtained  by 
investing  their  capital  in  securities  where  the  risks  were  com¬ 
parable.  Entrepreneurship  of  their  grade  of  ability  is  so  plen¬ 
tiful  among  salaried  employees  that  it  has  little  or  no  economic 
value.  In  favorable  years  their  costs  are  below  selling  prices, 
but  in  unfavorable  ones  they  are  above.  Sometimes,  as  the 
result  of  chance  interferences  with  competition  or  other  favor¬ 
able  conditions  not  of  their  making,  some  of  these  producers 
make  clear  gains  not  offset  by  corresponding  losses.  But  if 
they  sometimes  gain,  they  are  at  other  times  overtaken  by 
chance  losses,  and  the  balance  tends  to  be  reached  at  zero. 
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STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Gasoline  sells  for  approximately  the  same  price  at  all  the  stations 
in  a  city.  Does  this  show  that  there  is  no  competition  between  firms  ? 
Does  it  show  that  the  more  efficient  producers  are  not  attempting  to 
drive  their  less  efficient  rivals  out  of  business  ? 

2.  In  some  cases  the  large  concerns  set  a  price  which  the  smaller 
competitors  follow.  Does  this  practice  show  that  demand  and  supply 
do  not  control  price?  Does  it  show  that  there  is  no  competition  in 
the  trade  ? 

3.  The  English  economist  Marshall  argued  that  prices  tend  in  the 
long  run  to  approximate  the  expenses  of  production  of  the  "rep¬ 
resentative  firm.”  This  firm  is  described  as  one  that  has  normal 
efficiency,  normal  equipment,  and  normal  conditions  under  which  to 
produce  and  sell.  Recent  investigations  have  shown  that  no  one  firm 
remains  for  very  long  in  the  representative  group.  There  is  a  con¬ 
dition  of  "representativeness,”  but  the  firms  found  in  the  group  are 
constantly  changing.  Do  these  investigations  overthrow  the  con¬ 
clusion  that  normal  price  tends  to  agree  with  the  expenses  of  the 
representative  firm?  Do  they  modify  that  doctrine? 

4.  The  following  is  a  list  of  the  alleged  causes  of  low  cost  among 
efficient  firms :  better  management,  better  machinery,  research  labo¬ 
ratories,  cheaper^  power,  better  location  in  respect  to  markets  or 
sources  of  raw  materials,  lower  interest  on  borrowed  money,  better  or 
more  complete  utilization  of  raw  materials,  and  lower  loss  from  bad 
debts.  Which  of  these  causes  gives  rise  to  actually  lower  costs  of  pro¬ 
duction  and  which  to  apparent  lower  costs?  Which  causes  are  con¬ 
nected  with  the  personal  ability  of  the  entrepreneur?  Which  not? 

5.  Suppose  that  a  market  is  supplied  by  only  three  producers. 
Should  you  expect  that  the  analysis  of  the  relation  of  price  and  cost 
of  marginal  firms  as  explained  in  this  chapter  would  apply?  Why,  or 
why  not?  Is  this  likely  to  be  a  truly  competitive  market? 


CHAPTER  XII 


INTERDEPENDENT  PRICES 

The  Principal  Types  of  Interdependent  Prices.  Thus  far  in 
our  discussion  of  normal  price'  we  have  given  little  attention 
to  the  fact  that  the  prices  of  two  or  more  finished  goods  or 
two  or  more  producers’  goods  may  be  so  related  to  each  other 
that  a  change  in  the  demand  for  or  the  supply  price  of  one 
will  affect  the  demand  for  and  the  supply  price  of  the  other. 
Simple  conditions  have  been  assumed  for  the  purpose  of  mak¬ 
ing  clear  the  fundamental  relations  of  cost  and  price.  A  few 
complicating  conditions  of  the  type  we  are  about  to  study 
have,  of  course,  been  taken  into  account  in  preceding  chap¬ 
ters.  It  has  been  shown  that  one  consumers’  good  can  be 
substituted  for  another  if  they  do  not  differ  too  much  in 
quality,  serviceability,  and  technical  use.  When  such  a  snh- 
f  stitution  is  possible,  the  price  of  neither  good  can  change  very 
much,  demand  remaining  the  same,  without  some  effect  on 
the  price  of  the  other.  We  have  also  shown  that  because 
many  different  goods  are  derived  from  the  same  agents  of 
production,  the  normal  price  of  one  of  them  must  be  high 
1/  enough  to  attract  some  of  the  agents  away  from  others  in 
the  same  group.  But  these  are  relatively  simple  cases  of 
interdependence.  In  this  chapter  some  instances  of  more 
complex  interdependence  will  be  discussed. 

The  phenomenon  of  substitution  is  not  limited  to  con¬ 
sumers’  goods.  Raw  materials  of  several  sorts  are  frequently 
available  for  the  manufacture  of  finished  goods  that  go  by 
the  same  name  and  serve  the  same  uses.  A  table  can  be  con¬ 
structed  from  a  number  of  different  woods,  all  so  nearly  alike 
that  only  the  expert  can  distinguish  them.  In  other  cases 

190 


INTERDEPENDENT  PRICES 


191 


the  substitution  of  a  different  raw  material  makes  so  great 
a  change  in  the  appearance  or  the  use  of  the  finished  product 
that  two  different  finished  goods  are  produced.  In  these 
cases  the  one  raw  material  cannot  be  put  in  place  of  the  other 
unless  the  consumer  is  willing  to  submit  to  the  substitution  of 
a  different  finished  good.  Houses  can  be  built  of  brick,  stone, 
cement,  and  wood,  but  the  use  of  each  material  results  in  a 
slightly  different  house  and  a  substitution  of  one  finished 
good  for  another  has  occurred.  Yet  there  is  no  question  that 
the  various  building  materials  do  compete  with  each  other 
and  that  they  are  frequently  substituted  for  each  other  in 
house  construction.  When  two  or  more  producers’  goods 
compete  among  themselves  for  the  supply  of  the  same  con¬ 
sumers’  good,  or  for  the  supplies  of  slightly  different  con¬ 
sumers’  goods  which  can  still  be  regarded  as  substantially  the 
equivalents  of  each  other,  they  are  said  to  constitute  jrival 
suD;qIjjg-s_for  the  finished  good  or  goods  in  question. 

The  converse  of  rival  supply  is  joint  demand.  To  build  a 
house,  a  contractor  requires  not  only  the  materials  for  fram¬ 
ing  and  covering,  but  also  hardware,  glass,  finishing  lumber, 
and  plaster,  as  well  as  several  different  kinds  of  labor.  The 
demand  of  consumers  for  houses  is  a  joint  demand  for  all  these 
requisites  for  house  construction  plus  the  services  of  the  con¬ 
tractor.  But  the  term  "joint  demand’’  must  not  be  taken  too 
broadly.  The  owner  of  the  house  will  doubtless  require  more 
or  less  furniture  to  make  it  habitable,  and  he  will  also  have 
food  cooked  and  served  in  it.  But  the  demand  for  housing  is 
not  a  joint  demand  for  building  materials  and  food  or  for 
building  materials  and  furniture.  It  is  likewise  true  that  many 
of  the  things  we  consume  in  the  daily  round  of  living  are  used 
together,  but  this  fact  does  not  make  the  demand  for  them 
joint.  If  one  of  these  things  becomes  unobtainable,  we  either 
refuse  to  buy  the  other  goods  or  put  a  substitute  in  place  of 
the  unobtainable  one  if  that  is  possible. 

Joint  demand  and  rival  supply  have  been  contrasted  be¬ 
cause  the  first  is  a  condition  in  which  the  demands  for  the 
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several  agents  are  so  connected  that  when  one  is  wanted  the 
others  are  likewise  wanted.  Rival  supply  is  a  condition  in 
which  the  supplies  of  the  several  agents  are  so  connected  that 
when  one  is  wanted  (for  this  particular  use)  the  others  are  not 
wanted.  The  distinction  is  shown  in  the  following  diagram, 
Fig.  16. 

The  demand  for  the  finished  good  X  is  a  joint  demand  for 
the  agents  A,  B,  and  C.  But  it  is  not  at  the  same  time  a  de¬ 
mand  for  A,  a,  and  a',  since  the  latter  two  are  rivals  of  agent 
A.  In  other  words,  A,  B,  and  C  are  complements;  all  are  re¬ 
quired  in  order  that  the  good  X  may  be 
completed.  But  A,  a ,  and  a'  are  competi¬ 
tors  in  supplying  X ;  and  if  the  supply  of 
A  runs  short,  or  if  it  goes  too  high  in  price, 
a  and  a'  can  be  put  in  place  of  it. 

When  two  or  more  different  finished 
goods  require  the  same  agents  of  produc¬ 
tion,  the  demands  of  consumers  for  these 
finished  goods  are  said  to  be  rival  demands 
for  the  agents  used  in  producing  them.  The  metal  aluminum 
is  used  in  making  kitchen  utensils  and  automobiles.  Hence 
the  demand  for  aluminum  for  making  pots  and  pans  is  a  rival 
of  the  demand  for  it  in  the  making  of  automobiles.  Common 
labor  is  used  to  build  railways  and  to  build  houses,  and  con¬ 
sumers’  demand  for  each  is  a  rival  of  the  demand  for  the 
other.  Like  joint  demand,  rival  demand  may  be  interpreted 
too  broadly.  All  finished  goods  are  rivals  for  the  use  of  land, 
labor,  capital,  and  entrepreneurship,  and  are  therefore  related 
in  price.  But  this  relationship  is  a  very  general  one ;  and  after 
specialization  has  been  introduced,  the  factors  divide  into  rela¬ 
tively  noncompeting  groups,  which  we  have  called  agents  of 
production.  A  true  case  of  rivalry  in  demand  occurs  only  when 
the  same  agents  are  wanted  to  produce  two  different  finished 
goods.  For  example,  the  demand  for  cheap  factory-made  furni¬ 
ture  is  not  a  rival  demand  for  the  better  wood  or  for  the  highly 
skilled  workmanship  that  goes  into  more  expensive  furniture. 
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When  one  productive  process  or  one  raw  material  always 
gives  rise  to  two  or  more  finished  goods  or  two  or  more  raw 
materials,  we  have  a  case  of  joint  supply.  The  classical 
examples  are  cotton  fiber  and  seed,  gas  aricT  coke,  and  the 
numerous  products  derived  from  the  slaughtering  of  cattle. 
Beef  is  the  major  product  of  the  packing  house,  but  in  order 
to  obtain  it  the  farmer  and  the  packer  must  also  produce 
hides,  glue,  tallow,  fertilizer,  and  so  forth. 

Rival  Supply  and  Price.  When  a  finished  good  can  be  ob¬ 
tained  from  several  raw  materials,  it  may  happen  that  only 
one  of  them  will  be  used.  Thus  rails  for  American  railroads 
are  made  of  steel  to  the  exclusion  of  other  materials,  although 
other  kinds  of  iron,  and  wood  faced  with  iron,  have  been  used 
in  the  past  and  could  be  used  again.  Copper  is  likewise  the 
only  metal  used  in  making  wire  for  the  transmission  of  electric 
current  for  long  distances,  although  other  metals  are  possible. 
But  for  technical  reasons  or  because  of  expense  these  potential 
substitutes  are  not  utilized.  Hence  it  makes  no  difference 
what  may  be  the  price  of  iron-faced  or  iron  rails ;  none  will 
be  substituted  for  steel  as  long  as  the  price  of  steel  remains 
near  the  present  level.  Likewise  the  price  of  platinum  may 
rise  or  fall  a  great  deal  without  affecting  the  use  of  copper  for 
the  transmission  of  electric  current.  At  present  platinum  is 
far  too  costly  to  become  a  rival  supply. 

There  are,  however,  many  cases  of  rivalry  in  supply  where 
the  prices  of  the  rivals  are  closely  related  to  each  other.  Oak, 
birch,  maple,  and  hard  pine  are  used  for  flooring  dwelling 
houses  and  other  buildings.  For  some  sorts  of  houses  no 
rivalry  exists,  and  one  wood  has  the  call  of  all  the  others.  But 
in  still  other  types  of  construction  maple  or  birch  may  be  so 
nearly  the  equal  of  oak  that  the  builder  will  choose  whichever 
is  for  the  moment  the  cheaper.  On  still  other  sorts  of  build¬ 
ing  the  rivalry  may  be  between  hard  pine  and  maple ;  and  if 
one  or  the  other  rises  in  price,  its  rival  will  be  used. 

The  conditions  that  determine  whether  goods  will  compete 
with  each  other  are  (1)  technical  requirements,  (2)  tastes  and 
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whims  of  the  consumer,  and  (3)  the  prices  at  which  the  goods 
can  be  obtained  in  the  market.  The  exclusive  use  of  steel 
rails  and  of  copper  wire  is  chiefly  owing  to  the  technically 
superior  serviceability  of  these  two  metals  for  their  respective 
employments.  The  use  of  silk  instead  of  wool  or  cotton  in  the 
manufacture  of  certain  articles  of  apparel  is  determined  in 
part  by  technical  conditions  but  chiefly  by  the  fact  that  the 
users  of  cloth  prefer  silk.  But  steel  supplanted  iron  in  the 
manufacture  of  rails  only  after  the  Bessemer  process  had 
greatly  reduced  the  cost  of  steel,  and  the  use  of  silk  in  place 
of  other  fabric  materials  came  about  after  the  development  of 
silk -growing  and  the  improvement  of  textile  machinery  had 
made  possible  a  reduction  in  the  cost  of  silk  cloth.  Other 
woods  have  become  competitors  with  oak  for  flooring  in 
regions  where  the  latter  is  not  available  and  in  all  parts  of  the 
United  States  since  the  increasing  scarcity  of  oak  timber  has 
greatly  advanced  its  price. 

^institution  affects  prices  in  three  ways  :  in  the  first  place, 
when  the  demand  for  a  good  increases,  the  existence  of  a  rival 
supply  may  prevent  its  price  from  rising  as  high  as  it  would 
have  risen  had  not  the  substitute  been  available;  in  the 
second  place,  progress  of  the  technique  of  production  may 
bring  in  a  competitive  good  in  such  large  amounts  that  the 
price  of  the  good  for  which  it  is  a  substitute  will  be  greatly 
reduced ;  in  the  third  place,  the  demand  for  a  good  may  be 
increased  by  the  discovery  of  new  uses  for  it,  that  is,  when  it 
becomes  a  substitute  for  other  goods. 

The  conditions  of  substitution  may  be  roughly  classified  as 
follows :  (1)  complete  substitution,  (2)  potential  substitution, 
and  (3)  partial  substitution.  When  substitution  is  complete- 
when  a  new  good  entirely  displaces  the  old  one,  there  may  be 
no  price  relation  whatever  between  the  two  goods.  Railroads 
are  not  at  present  likely  to  be  displaced  by  ox  carts,  and  the 
price  at  which  the  latter  would  sell,  if  manufactured,  has 
nothing  to  do  with  the  price  of  railway  equipment.  On  the 
other  hand,  the  existence  of  a  potential  substitute  acts  as  a 
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check  upon  the  rise  in  price  of  the  good  in  use ;  and  whenever 
the  divergence  in  price  between  a  good  and  its  substitute  be¬ 
comes  greater  than  the  difference  in  their  marginal  demand 
prices,  substitution  will  take  place  on  a  larger  or  smaller  scale 
and  the  rise  in  the  price  of  the  good  or  the  fall  in  the  price  of 
its  substitute  will  be  checked. 

The  effects  of  partial  substitution  are  much  more  com¬ 
plicated  than  those  of  complete  or  potential  substitution. 
The  multiplicity  of  goods  that  satisfy  the  same  types  of  wants 
gives  the  principle  of  substitution  the  greatest  significance  in 
modern  consumption  and  consequently  in  the  price-making 
process  in  the  consumers’  market.  The  most  casual  observa¬ 
tion  tells  us  that  the  desire  for  food,  for  clothing,  for  shelter, 
and  for  amusement  and  display  may  now  be  satisfied  by  a 
great  variety  of  goods.  To  a  considerable  extent  the  existence 
of  this  variety  only  results  in  differences  in  consumption 
habits  among  individuals  and  among  different  social  groups. 
No  one  person  is  likely  to  make  use  of  all  the  possible  means 
for  satisfying  his  demand  for  food,  clothing,  and  other  ordi¬ 
nary  wants ;  and  if  he  takes  up  a  new  article,  he  is  likely  to 
drop  the  old  one  entirely.  On  the  other  hand,  it  is  true  that 
variety  in  individual  consumption  has  been  greatly  increased, 
and  the  typical  consumer  now  uses  a  vastly  larger  number  of 
goods  to  gratify  his  wants  than  he  did  a  hundred  years  ago. 

A  consumer  can  often  make  use  of  two  or  more  goods  for 
the  satisfaction  of  the  same  want.  If  the  two  goods  have  for 
him  exactly  the  same  utility  or  desirability,  —  that  is,  if  the 
curves  representing  the  diminishing  utility  of  the  two  exactly 
coincide,  —  then  he  will  use  the  one  that  is  lower  in  price. 
But  such  cases  are  doubtless  not  very  common.  Usually  there 
is  a  preference  for  one  or  the  other  of  the  two.  For  example, 
the  owner  of  a  motor  car  buys  oil  of  a  superior  brand,  A,  in¬ 
stead  of  an  inferior  brand,  B,  although  he  might  use  the  latter 
if  it  were  cheaper  than  it  is  and  if  A  remained  at  its  present 
price.  If,  now,  we  ask  what  will  determine  the  point  at  which 
substitution  of  B  for  A  will  take  place,  the  answer  will  be 


196 


PRINCIPLES  OF  ECONOMICS 


found  to  rest  on  the  principle  of  marginal  utility.  Let  us  as¬ 
sume,  for  the  sake  of  simplicity,  that  the  owner  uses  two 
gallons  of  oil  every  month,  or  twenty-four  gallons  a  year,  no 
matter  which  brand  is  used.  If  the  ratio  of  the  marginal 
utility  of  A  to  B  is  as  twelve  to  ten,  he  will  buy  the  former  as 
long  as  the  ratio  of  the  prices  of  the  two  are  not  more  un¬ 
favorable  to  A  than  twelve  to  ten.  If,  however,  he  comes  to 
believe  that  the  better  brand  is  something  less  than  20  per  cent 
superior  to  the  poorer,  he  will  substitute  the  latter  for  the 
former.  If  the  substitution  takes  place  on  a  large  scale,  then 
the  dearer  (and  superior)  oil  will  be  reduced  (provided  such 
reduction  does  not  depress  price  below  expenses  of  production) 
to  the  point  where  the  two  goods  are  again  in  competition. 

Very  often  the  two  substitutes  are  not  capable  of  being  put 
on  the  market  in  the  same  amounts.  The  output  of  the 
superior  good  may  be  limited  by  natural  scarcity  or  by  higher 
costs  of  production.  Here  we  find  the  following  adjustment  of 
demand  and  supply :  The  more  expensive  good  will  be  used 
by  those  for  whom  it  has  a  relatively  high  utility  for  all 
purposes,  and  by  others  for  whom  it  has  a  high  utility  for 
special  uses.  In  terms  of  the  preceding  example,  if  the  superior 
oil  were  scarce,  it  would  be  used  by  those  who  believed  it  to 
have  higher  utility  in  proportion  to  its  price  than  its  rival, 
and  by  others  who  believed  that  for  certain  sorts  of  work  it 
was  superior  to  the  cheaper  oil.  But  it  should  be  noted  that 
the  principle  of  diminishing  utility  would  operate  to  check  the 
consumption  of  the  A  brand  in  the  case  of  the  latter  type  of 
user.  If  it  was  consumed  in  large  quantities,  its  marginal 
utility  would  decline,  and  finally  a  point  would  be  reached 
where  it  was  a  matter  of  indifference  to  the  consumer  whether 
he  bought  A  at  thirty  cents  a  quart  or  B  at  twenty-five  cents. 
If  at  this  point  the  total  stock  of  both  oils  was  taken  off  the 
market,  then  thirty  cents  and  twenty-five  cents  would  be  the 
normal  competitive  prices  of  the  two  lubricants. 

To  show  the  relation  of  the  principle  of  substitution  to  the 
principle  of  cost  of  production,  we  may  assume  that  the  better 
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oil  cannot  be  produced  at  a  cost  of  thirty  cents.  In  that  case 
the  output  would  be  gradually  curtailed  to  the  point  where, 
marginal  utility  having  risen,  the  prices  of  the  two  rivals 
would  be  proportional  to  their  costs.  If  A  cost  thirty-five 
cents,  then  it  would  be  withdrawn  from  those  uses  where  its 
marginal  utility  was  lowest  (because  of  the  refusal  of  con¬ 
sumers  to  pay  that  price  for  such  uses)  until  a  point  was 
reached  where  its  marginal  utility  was  as  thirty-five  to  twenty- 
five  as  compared  with  the  B  brand.  It  might  be  hastily  con¬ 
cluded  from  this  statement  that  demand  had  nothing  to  do  with 
the  relative  prices  of  the  two  goods,  since  each  would  sell  in  the 
long  run  for  a  price  approximately  equal  to  its  expense  of  pro¬ 
duction.  But  this  conclusion  is  correct  only  on  the  condition 
that  the  two  goods  can  be  produced  at  constant  cost ;  that  is, 
that  it  costs  the  same  amount  of  money  per  unit  to  produce  a 
large  quantity  or  a  small  quantity.  If  the  costs  of  production 
vary  as  the  outputs  of  the  two  brands  are  increased  or  decreased, 
then  demand  will  control  equally  with  cost  of  production. 

Joint  Demand.  When  two  or  more  goods  are  used  to  pro¬ 
duce  a  finished  commodity,  the  purchase  price  which  the  con¬ 
sumer  pays  for  the  article  must  be  divided  between  the  owners 
of  these  goods.  The  same  idea  may  be  expressed  by  saying 
that  the  costs  of  the  several  agents  necessary  for  the  produc¬ 
tion  of  the  good  must  be  covered  by  its  price.  The  principles 
according  to  which  this  price  is  shared  by  the  major  factors  of 
production  —  land,  labor,  and  capital  —  involve  the  theory  of 
the  distribution  of  the  annual  income  of  the  nation,  which  is 
the  subject  of  later  chapters.  But  the  theory  of  distribution 
does  not  include  the  more  limited  relation  of  the  agents  of 
production  within  the  same  industry,  and  it  does  not  include 
the  price  relations  between  different  grades  of  materials  or 
somewhat  different  types  of  land  used  in  producing  the  same 
good.  These  more  restricted  relationships  are  a  part  of  the 
study  of  price-making. 

The  theory  of  joint  demand  can  best  be  explained  by  the  use 
of  concrete  examples.  We  wish  to  know  what  effect  changes 


198 


PRINCIPLES  OF  ECONOMICS 


in  the  demand  for  the  finished  product  will  have  upon  the 
supply  prices  of  the  various  factors  or  agents  that  are  con¬ 
cerned  in  the  production  of  the  finished  commodity.  We 
wish  to  know  what  will  be  the  effect  upon  the  supply  prices  of 
the  various  agents  when  one  of  these  agents  is  increased  or 
decreased  in  cost,  and  finally  we  must  inquire  into  the  effect 
of  an  increase  or  decrease  in  the  cost  of  one  of  the  agents  upon 
the  price  of  the  finished  commodity.  Let  us  take  for  our 
illustration  the  manufacture  of  a  good,  but  not  the  most  ex¬ 
pensive,  grade  of  furniture.  We  may  assume  that  a  given 
article  —  say,  a  table  —  costs  a  hundred  dollars  to  manufac¬ 
ture  and  deliver  to  the  consumer.  At  that  price  two  thousand 
tables  will  be  taken  off  the  market.  One  hundred  dollars  is 
the  normal  price  of  the  table.  Its  cost  is  made  up  as  follows : 


Raw  material . $10 

Unskilled  factory  labor .  10 

Skilled  factory  labor .  20 

Capital  and  management  (factory) .  20 

Dealers’  margins .  40 

Total  cost . $100 


The  supply  price  of  the  table  is  thus  seen  to  be  made  up  of 
the  supply  prices  of  the  agents  that  are  necessary  to  produce 
it.  These  separate  supply  prices  are,  we  may  assume,  deter¬ 
mined  by  the  competition  of  other  industries.  The  consumer, 
by  his  demand,  determines  how  much  shall  be  paid  for  two 
thousand  units  of  the  article,  but  he  has  nothing  to  do  with 
the  distribution  of  the  total  price  among  the  factors. 

Now  suppose  that  the  capital  and  management  costs  in 
the  factory  rise  from  $20  to  $30,  and  the  total  cost  to  $110. 
What  will  be  the  effect  on  the  price  at  which  tables  will  sell  ? 
What  will  be  the  effect  on  the  prices  that  will  be  paid  for  the 
other  agents  of  production  ?  The  demand  for  tables  has  pre¬ 
sumably  a  certain  degree  of  elasticity ;  and  if  the  producers 
attempt  to  raise  the  selling  price  to  $110,  sales  will  decline. 
Let  it  be  assumed  that  they  fall  to  1800.  But  if  production  is 
cut  to  1800,  some  part  of  the  agents  must  lie  idle,  or  they  must 
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shift  to  other  industries.  If  none  of  them  can  shift,  then  com¬ 
petition  will  force  them  all  —  except  capital  and  management 
—  to  take  lower  prices  for  their  services,  the  total  supply  price 
will  again  decline  to  $100,  and  2000  units  will  be  sold.  On 
the  other  hand,  if  all  the  agents  can  quickly  change  without 
loss  to  other  employments,  the  supply  prices  will  remain  as 
they  were  before  the  disturbance  took  place,  except  that 
capital  and  management  will  now  cost  $30  instead  of  $20,  and 
the  total  normal  supply  price  will  be  $110.  A  stable  equilib¬ 
rium  of  demand  and  supply  is  arrived  at  when  1800  units  are 
sold  at  that  price.1  We  conclude,  therefore,  that  if  one  of  the 
factors  jointly  demanded  to  produce  a  consumers’  good  in¬ 
creases  in  cost,  and  if  all  the  other  factors  can  be  transferred 
to  other  employments  without  loss,  then  the  normal  price  of 
the  good  will  rise  by  the  full  amount  of  this  increase. 

If  the  agents  of  production  can  move  to  other  types  of  pro¬ 
duction,  the  consumer  bears  the  increase  in  the  cost  of  any 
one  of  them,  and  of  all  of  them,  if  it  happens  that  all  rise 
in  price.  This  is  the  long-time,  or  stable-equilibrium,  effect. 
But  between  the  time  when  the  cost  of  one  agent  rises  and 
the  time  when  the  shifting  of  the  agents  has  been  completed 
price  would  not  rise  by  the  full  amount.  If  the  increase  in 
cost  was  not  foreseen  by  producers  and  preparation  made  for 
reducing  output,  price  might  remain  as  it  was  for  a  time. 
Then  the  agents  would  begin  to  move,  and  price  would  rise 
gradually  to  $110. 

Let  us  now  modify  the  foregoing  assumption  by  supposing 
that  one  of  the  agents  cannot  move  to  another  industry  with¬ 
out  very  great  loss.  For  definiteness,  we  shall  assume  that  the 
skilled  laborers  cannot  move  unless  they  are  willing  to  accept 
the  wages  of  unskilled  workers.  Our  problem  is  to  explain 
how  the  increase  in  the  cost  of  capital  and  management  will 
be  borne.  As  before,  the  producers  will  attempt  to  pass  the 

1  Throughout  this  discussion  it  is  assumed,  for  the  sake  of  simplicity,  that  the 
cost  of  capital  and  management,  per  unit  of  output,  remains  the  same  (within  limits) 
regardless  of  the  volume  produced. 
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added  expense  to  the  consumer  ;  and,  as  before,  the  consumer 
will  retaliate  by  refusing  to  buy  as  many  as  2000  tables. 
There  will  be  idleness  in  the  industry,  and  the  mobile  factors 
—  dealers,  unskilled  laborers,  and  the  producers  of  raw  ma¬ 
terial  —  will  move  to  other  industries.  But  the  skilled  labor¬ 
ers  cannot  move  unless  they  are  willing  to  take  the  wages  of 
common  labor.  Some  may  be  unemployed,  or  all  may  be 
employed  only  part  of  the  time.  If  there  is  competition  among 
them,  their  wages  may  fall  to  the  point  where  they  can  do 
better  by  becoming  common  laborers  in  other  lines.  Wages 
will  fall  to  this  point  unless,  before  it  is  reached,  the  sum  of  the 
supply  prices  of  the  various  agents  again  becomes  $100.  At 
that  figure  all  the  agents  could  again  be  employed  and  the  total 
output  could  be  sold  for  $100  a  unit.  From  the  conditions 
laid  down  in  this  second  assumption  we  may  draw  the  second 
conclusion  concerning  joint  demand.  Under  these  conditions 
a  rise  in  the  price  of  one  of  the  agents  jointly  demanded  is 
borne  bv  the  immobile  factor.  Or  it  is  borne  by  this  factor 
until  its  price  has  fallen  so  low  that  it  is  more  advantageous 
to  shift  it  to  another  and  lower  use  —  in  this  case  to  employ¬ 
ment  at  common  labor.1 

In  the  two  preceding  paragraphs  we  have  examined  the 
effects  of  a  rise  in  the  cost  of  one  of  the  agents  demanded 
jointly  with  others  for  the  production  of  a  finished  good.  If 
the  change  is  the  reverse, —  if  the  agent  falls  in  price, —  the 
reasoning  is  the  same.  But  in  this  case  we  find  that  the  con¬ 
clusion  depends  upon  the  mobility  of  factors  outside  the  indus¬ 
try.  If  the  capital  and  management  costs  decline  to  $10,  and 
if  all  the  other  four  agents  can  be  readily  increased  by  addi¬ 
tional  supplies  from  other  industries,  then  the  price  of  the 
table  will  fall  to  $90.  On  the  other  hand,  if  the  supply  of 
skilled  labor  cannot  be  increased,  then  the  workmen  already 

1  In  these  illustrations  the  assumption  is  made,  for  purposes  of  simplicity,  that 
the  combination  of  the  various  contributing  agents  in  the  industry  in  question  is 
rigidly  fixed  by  the  technical  conditions  of  the  industry ;  that  is,  we  are  assuming 
that  definite  quantities  of  skilled  and  unskilled  labor  are  required  for  the  operation 
of  a  given  amount  of  capital  equipment. 
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in  the  trade  will  absorb  the  decline  in  the  costs  of  the  cheap¬ 
ened  factor.  Price  will  tend  to  remain  at  about  $100,  and  the 
skilled  labor  will  be  paid  $30  instead  of  $20.  There  will,  of 
course,  be  a  period  of  transition  and  unstable  equilibrium 
during  which  the  price  of  the  table  fluctuates  about  $100. 

A  decline  in  the  demand  for  tables  at  first  affects  adversely 
all  the  agents  employed  in  their  production ;  but  after  time 
has  been  allowed  for  the  transfer  of  the  agents  to  other  uses, 
the  consumers  again  pay  the  sum  of  the  normal  supply  prices 
of  these  agents.  If  all  can  be  transferred,  normal  price  re¬ 
mains  at  $100,  but  the  volume  of  production  is  curtailed  to 
the  point  where  the  demand  absorbs  it  all  at  that  price.  If 
some  of  the  factors  are  immobile,  they  must  accept  a  decline 
in  price,  and  the  consumers  purchase  tables  at  something  less 
than  the  former  price  of  $100.  Conversely,  if  the  demand  in¬ 
creases  and  if  there  is  complete  freedom  of  movement  of  fac¬ 
tors  into  the  industry,  the  only  result  of  the  change  in  demand 
is  an  increased  volume  of  production  with  sales  at  the  same 
price  as  before  the  change  took  place.  If,  as  we  assumed  above, 
one  of  the  factors  cannot  be  increased,  that  factor  profits  by 
the  rise  in  demand  for  the  finished  commodity. 

The  supplies  of  the  agents  of  production  available  for  any 
industry  are  practically  always  elastic  if  time  is  allowed  for 
movement  into  and  out  of  the  industry.  Even  skilled  laborers 
who  are  narrowly  specialized  can  be  increased  in  numbers  if 
time  is  taken  to  train  new  workmen.  Their  numbers  can  be 
decreased  too  if  lowness  of  their  wages  keeps  young  men  out 
of  the  trade.  Likewise  capital,  even  though  it  ■is  highly  special¬ 
ized  and  durable,  wears  out  in  time  and  is  not  replaced  if  the 
returns  to  it  are  less  in  the  furniture  industry  than  in  other 
lines  of  manufacturing.  Hence  the  practical  problem  involves 
the  changes  in  the  prices  of  the  factors  during  the  period  when 
the  shifting  is  either  impossible  or  is  only  going  on  slowly. 

There  are  also  other  complicating  conditions,  most  of  which 
we  have  ignored  in  the  preceding  analysis.  In  the  first  place, 
some  degree  of  combination  is  likely  to  be  found  among  all 
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groups  of  producers,  for  unlimited  competition  is  nearly  as 
rare  as  ironclad  monopoly.  The  advantage  in  resisting  a 
decline  in  price  or  in  claiming  the  benefit  of  an  increase  in 
demand  rests,  other  things  equal,  with  the  group  that  can  main¬ 
tain  the  closest  combination.  A  strong  trade  union  among 
the  skilled  workers  in  the  furniture  industry  might  prevent  a 
reduction  of  wages  when  the  capital  and  management  costs 
increased,  and  it  might  enable  them  to  prevent  competition 
from  outside  the  industry  when  the  demand  for  tables  in¬ 
creased.  It  might  readily  accomplish  these  results  if  it  were 
not  opposed  by  a  counter-combination  among  factory  owners 
and  if  the  owners  had  no  other  use  to  which  their  capital  and 
management  could  be  put.  Some  advantage  might  be  re¬ 
tained  by  the  union  even  if  the  owners  were  well  organized, 
provided  their  organization  was  less  effective  than  that  of 
the  laborers.  But  while  the  union  might  prevent  a  reduction 
of  wages,  it  could  not  prevent  a  reduction  of  the  number  of 
workmen  employed.  The  owners  could  not  be  compelled  to 
employ  their  capital  and  management  permanently  at  less 
than  the  going  rates  in  industry  at  large. 

A  still  further  complication  arises  from  the  fact  that  in  the 
determination  of  the  supply  prices  of  the  agents  jointly  de¬ 
manded  bargaining  power  plays  a  part.  Shrewdness,  knowl¬ 
edge  of  the  market  conditions,  reserves  of  money  to  be  used 
in  fighting  counter-combinations,  and  many  other  forces  have 
some  effect  in  actual  price-making.  But  neither  side  is  likely 
to  have  a  monopoly  of  these  advantages  for  very  long.  And 
in  the  long  run  the  normal  forces  of  natural  scarcity,  real  costs, 
and  competitive  alternatives  will  exert  a  controlling  influence. 

Rival  Demand  and  Price.  The  rivalry  of  consumers  for  the 
goods  they  use  is  largely  a  simple  competition ;  that  is,  while 
there  are  many  competing  buyers  who  demand  any  one  good, 
their  demand  for  it  is  based  chiefly  upon  the  desire  to  use  it 
for  the  same  purpose.  There  is,  for  example,  only  one  type 
of  use  for  a  hat  or  a  bushel  of  potatoes.  On  the  other  hand, 
many  producers’  goods  are  wanted  for  numerous  distinct  uses, 
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and  the  more  elementary  and  unspecialized  such  goods  are 
the  wider  is  the  variety  of  demand  for  them.  Common  labor 
and  raw  materials  of  many  sorts  are  examples  of  goods  that 
have  literally  a  multitude  of  rival  demands. 

When  a  good  has  several  uses,  some  are  usually  more  im¬ 
portant  than  others.  The  least  important  use  to  which  a 
good  can  profitably  be  put  is  called  its  marginal  use.  Thus, 
if  we  should  investigate  the  various  uses  of  copper,  we  should 
find  that  for  certain  electrical  machines  a  small  quantity  is 
practically  indispensable.  This,  we  shall  assume,  is  its  most 
important  use.  Then  follow  less  important  uses  until  a  final, 
or  least  important,  use  —  say,  roofing  houses  —  is  reached. 
The  marginal  use  is  defined  as  that  employment  of  any  good 
which  would  be  first  discontinued  if  the  price  of  the  good 
should  rise.  When  copper  is  five  cents  a  pound,  a  considerable 
quantity  may  be  used  for  roofing ;  but  if  it  should  rise  to  a 
dollar,  none  would  be  employed  for  that  purpose,  and  a  new 
marginal  use  would  then  be  established. 

The  price  of  any  good  for  which  there  are  rival  demands 
tends  to  agree  with  its  value  in  its  marginal  use.  If  copper  is 
worth,  in  the  opinion  of  the  users,  no  more  than  five  cents  a 
pound  for  roofing,  then  it  must  sell  for  that  figure  in  all  the 
more  important  employments  to  which  it  can  be  put  —  for 
electrical  machines,  wiring,  and  the  like.  Now,  because  of  the 
principle  of  diminishing  returns,  a  good  may  have  many  mar¬ 
ginal  uses.  Thus  common  labor  may  find  its  least  important 
use  in  cleaning  streets,  in  constructing  railroads,  and  in  making 
steel.  In  any  industry  there  are  many  tasks  that  would  be 
slighted  if  the  wages  of  such  labor  rose  appreciably.  These 
are  all  marginal  uses.  But  they  are  not  marginal  in  their  en¬ 
tirety.  If  wages  rose,  railroads  would  still  be  constructed, 
streets  would  still  be  cleaned,  and  steel  would  continue  to  be 
produced  with  the  aid  of  much  common  labor.  But  some  of 
the  least  important  tasks,  such  as  giving  the  right  of  ways  of 
railroads  a  neat  appearance,  would  be  omitted  ;  streets  would 
be  cleaned  less  thoroughly  or  less  frequently;  and  various 
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tasks  in  steel  mills  would  either  be  dropped  entirely  or  be 
performed  less  frequently  and  less  thoroughly. 

The  value  of  any  good  in  its  marginal  use  sets  the  price  for 
the  entire  market.  It  determines  how  much  the  market  as  a 
whole  will  be  willing  to  pay  for  a  given  quantity  of  the  good. 
If  copper  has  been  produced  in  such  quantities  that  some  of 
it  must  finally  be  used  for  roofing,  then  the  price  that  builders 
stand  ready  to  pay  for  it  determines  the  price  that  other  users 
will  have  to  pay.  On  the  other  hand,  it  would  be  erroneous 
to  suppose  that  the  marginal  use  of  any  good  solely  deter¬ 
mined  its  normal  price.  Whether  copper  will  be  used  at  all 
for  roofing  houses  is  determined  by  the  quantity  of  it  in  the 
market  and  by  the  amounts  other  users  are  willing  to  take  at 
prices  that  preclude  its  employment  in  place  of  other  cover¬ 
ings.  The  supply  of  any  good  offered  for  a  given  use  is  fixed 
by  the  quantity  produced  and  by  the  amounts  demanded  by 
users  who  are  able  to  pay  more  than  the  prevailing  price. 

The  theory  of  rival  demands  explains  many  price  changes 
that  at  first  sight  appear  inexplicable.  The  price  of  a  good 
may  advance  without  any  apparent  change  having  taken 
place  in  the  conditions  governing  its  total  output.  The  wages 
of  common  labor  used  in  making  steel  sometimes  rise  simply 
because  railroads  have  undertaken  new  building  or  extensive 
reconstruction  and  increased  the  demand  for  such  labor  and 
created  a  scarcity  of  it  in  the  mill  towns.  During  the  summer 
months  many  casual  laborers  leave  the  cities  of  the  central 
part  of  the  United  States  to  work  in  the  wheat  fields.  As  a 
result  laborers  of  this  class  who  do  not  leave  receive  higher 
wages  for  city  work.  When  the  coming  of  winter  sends  these 
wheat-field  workers  back  to  the  cities,  urban  wages  for  this 
class  of  work  again  decline.  It  follows  that  it  is  impossible  to 
explain  the  price  of  any  producers’  good  in  terms  of  its  total 
supply  and  the  demand  for  it  in  a  particular  industry.  Ac¬ 
count  must  be  taken  of  all  the  rival  demands,  and  especial 
attention  must  be  given  to  its  marginal  use  or  uses.  Although 
it  is  true  that  the  totality  of  demand  for  a  good  and  the 
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condition  governing  its  supply  determine  its  price,  it  is  at  the 
margin  that  changes  in  demand  and  in  costs  are  most  effective. 

Joint  Supply  and  Joint  Cost.  When  two  goods  are  the  insepa¬ 
rable  results  of  one  productive  process,  it  is  impossible  to 
ascertain  the  separate  cost  of  either  as  far  as  that  process  is 
concerned.  Thus  cotton  fiber  and  cotton  seed,  which  are  the 
joint  products  of  the  cultivation  of  the  cotton  plant,  have  no 
separable  costs  of  growing.  When  two  goods  are  jointly  sup¬ 
plied,  they  must  of  course  sell,  in  the  long  run,  for  a  total  price 
that  will  cover  their  joint  costs.  It  follows  that  if  the  supply 
of  one  can  be  sold  for  only  a  relatively  low  price,  the  other 
must  sell  for  a  high  price  if  the  pair  is  to  be  produced  at  all. 
If  the  demand  for  one  of  these  products  either  rises  or  falls, 
there  will  be  a  change  in  the  price  at  which  the  other  joint 
product  can  be  sold.  If,  for  example,  the  cotton  from  a  given j 
area  of  land  can  be  sold  for  a  hundred  dollars  and  the  seed  for 
ten  dollars,  and  if  the  sum  of  the  two  prices  compensates  the 
grower  for  all  expenses,  then  a  rise  in  the  demand  for  cotton 
will  cause  the  price  of  seed  to  fall.  The  increase  in  the  demand 
will  be  certain  to  result  in  an  augmentation  of  the  cotton  crop, 
which  will  increase  the  amount  of  seed  as  well  as  the  amount 
of  fiber.  But  the  increased  amount  of  seed  cannot  be  sold  at 
the  same  price  as  a  smaller  amount,  its  demand  remaining  the 
same,  and  its  price  must  on  that  account  decline.  In  like; 
manner  a  decline  in  the  demand  for  fiber  would  raise  the  price' 
of  cotton  seed.  The  only  definite  principle  of  costs  that  is 
applicable  to  joint  products  is  that  the  sum  of  the  selling 
prices  of  such  products  must  cover  their  joint  costs. 

When  two  or  more  goods  are  jointly  produced,  it  is  impos¬ 
sible  for  the  producer  to  cut  off  or  to  add  one  product,  when 
he  wishes  to  do  so  in  order  to  increase  his  gross  receipts,  with¬ 
out  at  the  same  time  affecting  the  amount  of  the  other 
product.  Such  situations  can  only  proceed  from  natural  cir¬ 
cumstances  over  which  man  has  little  control.  Many  joint 
products,  if  not  a  majority  of  them,  are  therefore  raw  mate¬ 
rials  like  the  fiber  and  seed  of  cotton  or  half-manufactured 
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goods  like  beef  and  hides.  These  commodities  require  further 
processing  before  they  are  ready  for  human  consumption,  and 
these  processes  entail  further  expenses  of  production.  Hence 
the  expenses  incurred  in  producing  consumers’  goods  are 
seldom  joint  in  their  entirety.  Each  of  the  products  must  be 
further  processed  after  its  emergence  from  the  state  of  joint¬ 
ness  in  production,  and  each  must  bear  its  own  separate 
expenses  as  well  as  such  a  share  in  the  joint  costs  as  will  per¬ 
mit  the  producer  to  cover  joint  costs.  When  one  of  several 
joint  products  cannot  be  sold  at  any  price,  or  when  the  costs 
of  finishing  it  are  above  the  price  that  consumers  are  willing  to 
pay,  it  is  not  an  economic  good  but  merely  waste.  However, 
the  discovery  of  new  uses,  the  development  of  a  new  process, 
or  the  development  of  new  demand  may  transform  wastes  into 
economic  products.  Examples  are  the  by-products  of  the  pack¬ 
ing  industry,  cotton  seed,  and  smaller  sizes  of  logs  in  the  lumber 
industry,  all  of  which  were  at  one  time  considered  valueless. 

It  is  evident  that  the  existence  of  joint  supply  and  joint 
cost  complicates  the  problem  of  normal  value.  Goods  tend 
to  sell  for  the  sum  of  their  costs  of  production;  but  if  the 
products  are  jointly  supplied,  separate  costs  cannot  be  ascer¬ 
tained.  Here  demand  plays  the  major  role  in  fixing  the  price- 
If  one  of  the  two  products  is  greatly  desired  by  those  who  have 
the  income  to  buy  it,  its  price  will  be  high  and  its  production 
may  be  pushed  to  the  point  where  the  supply  of  the  by¬ 
products  is  so  great  that  they  become  free  goods;  that  is, 
they  become  free  as  far  as  the  process  of  joint  production  is 
concerned,  but  not  in  respect  to  their  separate  costs.  In  rail¬ 
way  transportation  this  phenomenon  is  met  with  when  the 
traffic  over  a  line  moves  predominately  in  one  direction.  Since 
all  cars  moved  in  one  direction  must  return  in  the  opposite 
direction,  it  is  economical  for  the  road  to  seek  return  traffic 
at  any  rate  above  the  difference  between  the  cost  of  hauling 
a  train  of  empty  cars  and  a  loaded  train. 

Overhead  Costs  not  Joint  Costs.  Not  all  costs  that  appear 
to  be  joint  are  really  so.  In  merchandising,  for  examole,  it  is 
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often  not  practicable  to  segregate  the  costs  of  selling  differ¬ 
ent  kinds  of  goods.  Specifically,  all  advertising  carried  by  the 
store  may  have  some  effect  upon  the  sales  of  all  departments 
and  of  all  goods.  If  it  is  successful,  more  people  pass  through 
the  store;  and  although  many  articles  are  never  mentioned 
in  the  advertisement,  they  benefit  to  some  extent  because 
more  people  are  brought  to  the  place  where  they  are  offered 
for  sale,  and  they  may  justly  be  said  to  occasion  some  ad¬ 
vertising  expense.  Yet  it  would  be  an  impossible  task  to 
apportion  the  expense  among  them  all.  It  would  also  be 
impossible  to  discover  the  proportions  of  the  salaries  of  mana¬ 
gers  that  should  be  charged  to  each  type  of  commodity,  al¬ 
though  an  arbitrary  assignment  is  sometimes  made.  Such 
costs  as  the  salaries  of  managers  are  usually  carried  into  an 
account  labeled  "overhead”  to  indicate  that  it  cannot  be 
definitely  apportioned. 

Such  overhead  costs  are  similar  to  joint  costs,  and  they 
affect  business  decisions  in  somewhat  the  same  way.  As  long 
as  the  total  sales  are  high  enough  to  cover  all  costs,  both  those 
which  can  be  apportioned  and  those  which  cannot,  the  store 
continues  in  business.  But  there  are  striking  differences  be¬ 
tween  overhead  and  true  joint  costs.  When  the  demand 
for  one  of  a  pair  of  true  joint  products  rises  sharply  and  its 
production  is  increased,  the  other  member  of  the  pair  must 
also  be  produced  more  freely.  And,  other  things  equal,  it  will 
fall  in  price.  This  is  the  principal  test  of  true  jointness.  When 
it  is  applied  to  the  goods  sold  in  a  store,  we  find  that  a  demand 
for  one  commodity  does  not  result  in  an  increase  in  the  sup¬ 
ply  of  other  commodities.  On  the  contrary,  if  the  demand 
for  one  group  of  articles  rises,  the  store  may  even  contract 
the  space  and  selling  force  formerly  used  for  the  other  groups 
and  use  them  to  market  the  more  profitable  goods. 

Still  another  test  can  be  applied  to  determine  whether  the 
costs  of  two  or  more  products  are  really  joint  costs.  If  araib>" 
road  raises  the  rates  on  commodities  moving  in  one  direction, 
the  amount  of  traffic  will  tend  to  decline.  The  number  of 
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loaded  cars  moved  in  that  direction  having  been  reduced,  the 
number  moving  back  unloaded  will  also  be  reduced,  and  the 
necessity  of  offering  unusually  low  rates  on  the  back  haul  will 
be  less.  But  if  a  store  finds  it  necessary  to  raise  prices  in  one 
department,  that  fact  will  not  reduce  the  amounts  of  goods 
offered  in  other  departments  or  enable  the  concern  to  ask 
higher  prices  for  them.  Again,  if  the  separate  costs  of  one  of  a 
■v  pair  of  true  joint  products  are  increased,  its  marginal  supply 
price  will  rise,  sales  will  decline,  and  less  will  be  produced. 
The  output  of  the  other  member  of  the  pair  will  also  be  re¬ 
duced,  and  it  will  rise  in  price.  But  if  an  increase  takes  place 
in  the  special  cost  of  selling  a  given  article  in  a  store  and  its 
price  rises,  the  resulting  fall  in  sales  will  neither  reduce  the 
volume  of  other  articles  offered  nor  cause  their  prices  to  rise. 

Summary  of  the  Theory  of  Normal  Value.  Before  proceeding 
to  the  next  section  of  the  theory  of  value  and  price,  which  is 
concerned  with  the  long-time  equilibrium  of  cost  and  price 
under  the  condition  of  increasing  or  decreasing  demand,  we 
may  sum  up  briefly  the  principles  of  norrpal  price  thus  far 
explained. 

Under  competitive  conditions  a  good  tends  to  sell  for  a 
price  equal  to  the  sum  of  its  costs  of  production  to  the  mar¬ 
ginal  producers.  Its  costs  of  production  are  determined  in 
part  by  the  competitive  demands  of  consumers  for  the  various 
consumers’  goods  for  the  creation  of  which  the  agents  of  pro¬ 
duction  are  used.  An  agent  must,  in  the  long  run,  earn  as 
much  when  used  to  produce  one  good  as  it  does  in  the  pro¬ 
duction  of  other  goods.  This  gives  rise  to  opportunity  cost. 
But  some  consumers’  goods  are  more  highly  prized  than  others, 
and  it  might  appear  that  the  agents  would  on  that  account 
earn  more  when  applied  to  such  production  than  when  utilized 
in  making  other  things.  The  solution  of  this  difficulty  is  that 
such  highly  prized  goods  will  be  produced  in  larger  amounts 
than  commodities  of  little  significance  to  the  consumer,  and  in 
consequence  their  utility  will  fall  to  the  point  where  the  last 
units  of  the  agents  used  in  making  them  will  have  the  same 
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imputed  value  as  the  last  units  used  in  making  other  things. 
The  agents  thus  earn  the  same  in  all  competitive  uses. 

Production  is  carried  on  by  individual  firms  or  by  corpora¬ 
tions  and  partnerships  that  conduct  their  business  as  indi¬ 
viduals.  Despite  the  fact  that  the  agents  of  production  tend 
to  uniformity  in  price,  different  firms  produce  at  different 
average  unit  costs.  Since  price  cannot  agree  with  a  variety  of 
costs,  it  becomes  necessary  to  determine  how  entrepreneurs’ 
differentials  affect  the  theory  of  normal  price.  Under  com¬ 
pletely  static  conditions  price  tends  to  conform  with  the  ex¬ 
penses  of  production  of  the  least  efficient  producer  whose 
supply  is  necessary  to  meet  the  demand,  but  under  conditions 
of  uncertainty  and  dynamic  change  it  tends  to  agree  with  the 
expenses  of  a  group  of  producers  somewhat  more  efficient  than 
the  highest-cost  producer.  A  member  of  this  group  may  be 
called  the  marginal  producer  or  the  typical  firm.  Price  cannot 
agree  with  the  cost  to  the  least  efficient  firm  because  competi¬ 
tion  is  constantly  eliminating  those  firms  which,  although  they 
possess  some  capital  of  their  own  or  are  able  to  borrow  from 
others,  are  lacking  in  ability  to  carry  on  business  independ¬ 
ently  and  without  the  direction  of  more  capable  persons. 

The  tendency  of  price  to  agree  with  cost  of  production 
must  not  be  interpreted  as  meaning  that  whatever  costs  have 
been  incurred  by  the  marginal  firms  will  necessarily  be  covered 
by  the  prices  offered  by  consumers  for  finished  commodities. 
This  agreement  will  take  place  only  if  the  entrepreneurs  in 
that  group  have  forecast  demand  and  supply  accurately. 
When  errors  in  prediction  take  place  in  respect  to  capital 
investments  which  are  short-lived,  the  readjustment  is  quickly 
made.  These  errors  in  prediction  give  rise  to  the  fluctuations 
of  market  price  about  normal  price.  But  when  too  much 
capital  has  been  invested  in  specialized,  durable  equipment, 
the  adjustment  may  be  so  difficult  to  make  that  for  long 
periods  of  time  only  the  prime  costs  and  part  of  the  supple¬ 
mentary  costs  which  arise  from  the  investment  in  specialized, 
durable  equipment  can  be  recovered  by  the  entrepreneurs  in 
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the  marginal  group.  Since  there  are  no  methods  available  at 
present  for  forecasting  the  conditions  of  demand  and  supply 
in  the  distant  future,  any  investment  in  very  durable  capital 
is  more  or  less  of  a  gamble.  This  kind  of  capital  may  become 
for  considerable  periods  a  unique  good,  similar  to  special  kinds 
of  land,  whose  value  is  determined  not  by  its  cost  but  by  the 
demand  for  the  finished  product  and  the  costs  of  the  other 
agents  demanded  jointly  with  it  to  make  the  finished  product. 

The  existence  of  joint  demand,  rival  supply,  and  rival  de¬ 
mand  does  not  require  any  modification  of  the  doctrine  that 
price  tends  in  the  long  run  to  agree  with  the  cost  of  production 
of  the  marginal  firms.  But  the  condition  of  joint  supply  does 
require  such  a  modification.  When  costs  are  actually  joint, 
the  combined  prices  of  the  joint  products  must  be  high  enough 
to  cover  the  joint  cost  plus  the  separate  expenses  of  each; 
but  no  allocation  of  the  joint  cost  to  each  product  is  possible, 
and  therefore  the  price  of  a  joint  product  is  not  governed 
directly  by  cost. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  "All  the  goods  in  the  world  constitute  rival  supplies  for  the  satis¬ 
faction  of  the  consumer’s  wants.  Hence  the  prices  of  all  goods  are 
related  to  each  other.”  Why,  or  why  not? 

2.  If  the  demand  for  beef  should  increase  greatly,  how  might  the 
cost  of  shoes  be  affected  ?  Why  ? 

3.  There  are  several  different  materials  for  roofing  dwelling  houses, 
some  of  which  cost  about  the  same,  while  others  are  much  more  ex¬ 
pensive.  How  do  you  account  for  this  ?  Why  is  each  material  not  sold 
at  a  price  considerably  different  from  the  others  ? 

'  4-  ft  is  sometimes  said  that  the  transportation  of  freight  and  passen¬ 
gers  is  an  example  of  joint  supply.  Is  this  correct  ?  Why,  or  why  not  ? 

5.  How,  if  at  all,  are  the  prices  of  automobiles,  gasoline,  and 
cement  related  ? 

6.  A  mechanic  who  earns  eight  dollars  a  day  at  his  trade  carves  toy 
boats  in  his  spare  time  at  the  rate  of  two  a  day.  Is  it  correct  to  say 
that  the  labor  cost  of  the  boats  is  four  dollars  apiece? 
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CONSTANT  COST 

Immediate  Effects  of  a  Change  in  Demand.  In  our  study  of 
market  price  we  found  that  a  rise  in  demand  is  accompanied 
by  an  upward  tendency  in  market  price,  and  a  fall  in  demand 
by.  a  downward  tendency.  The  volume  of  goods  for  sale  over 
a  brief  period  of  time  is  usually  not  readily  alterable,  and  if 
a  shortage  is  to  be  avoided,  price  must  advance  with  demand. 
When  demand  falls,  price  must  come  down  to  clear  the  market. 

But  these  conclusions  are  general ;  they  are  modified,  though 
not  negatived,  by  special  conditions.  If  the  producers  have 
foreseen  the  change  in  demand  and  have  made  provision  for 
it,  either  by  increasing  stocks  in  anticipation  of  a  rise  in 
demand  or  by  decreasing  them  in  anticipation  of  a  fall,  the 
market  can  be  cleared  without  a  change  in  price.  Clothing 
merchants  anticipate  the  change  in  the  demand  of  the  public 
for  seasonal  goods,  and  no  change  takes  place  when  the 
volume  of  purchases  rises  with  the  beginning  of  the  new  season 
or  falls  with  the  waning  of  that  season  and  the  beginning  of 
the  next.  If  the  seller’s  business  is  one  in  respect  to  which 
goodwill  plays  a  part,  he  often  declines  to  take  immediate 
advantage  of  rising  demand,  preferring  to  hold  his  trade  rather 
than  procure  the  largest  immediate  profit.  Moreover,  if  the 
rise  in  the  demand  for  the  good  is  caused  by  a  fad,  the  seller 
must  proceed  carefully.  Consumers  may  want  the  good  very 
much  at  the  time,  but  a  slight  rise  in  price  may  cause  them 
to  consider  its  lack  of  fundamental  utility  and  to  desert  it 
for  a  new  fad.  But  when  all  these  modifying  conditions  appli¬ 
cable  in  special  cases  have  been  considered,  the  fact  remains 
that  unforeseen  changes  in  demand  cause  price  changes. 
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Effects  of  Changes  in  Demand  for  Longer  Periods.  After  the 
producers  have  had  some  time  to  make  adjustments  of  sup¬ 
ply  to  an  increased  demand,  prices  tend  to  be  either  the  same 
as  before  the  alteration  of  demand  took  place  or  to  be  higher. 
In  the  discussion  of  prime  cost  and  supplementary  cost  we 
found  that  the  use  of  much  durable,  specialized  capital  in  the 
production  of  any  good  increases  the  difficulty  of  the  adjust¬ 
ments  of  supply  to  demand.  If  the  buyers  fail  to  take  as 
much  as  was  expected  when  the  capital  was  invested,  the 
producers  may  be  forced  to  sell  below  the  sum  of  the  prime 
and  supplementary  expenses  for  a  rather  long  period  of  time. 
If  there  is  unused  productive  capacity  in  the  industry,  — 
that  is,  if  not  all  the  supplementary  charges  are  being  cov¬ 
ered,  —  then  a  rise  in  demand  will  not  necessarily  affect 
price  until  it  becomes  so  great  that  the  existing  capital  equip¬ 
ment  cannot  turn  out  the  goods  at  the  rate  they  are  being 
consumed  unless  it  is  worked  beyond  capacity.  According  to 
the  analysis  given  in  Chapter  V,  costs  rise  when  more  than 
a  certain  amount  of  the  variable  agents  is  combined  with  a 
fixed  plant.  The  law  of  proportionality  tells  us  that  after 
a  certain  point  has  been  reached  an  attempt  to  force  further 
physical  production  from  a  given  amount  of  machinery  and 
other  equipment  will  result  in  reduced  returns  per  unit  of 
the  variable  agents.  Since  the  prices  the  entrepreneur  pays 
for  the  variable  agents  do  not  decrease,  the  variable  unit  cost 
of  the  output  rises ;  and  after  still  further  applications  of  the 
variables  have  been  made,  the  total  unit  cost  (cost  per  unit  for 
both  the  fixed  equipment  and  the  variable  agents)  also  rises. 

Large  orders  placed  with  plants  already  running  to  capac¬ 
ity  —  that  is,  running  at  the  point  of  lowest  total  unit  cost  — 
cause  costs  of  production  to  rise.  The  managers  of  the  plants 
raise  their  prices,  and  consequently  the  dealers  ask  more  for 
the  finished  commodity.  This  conclusion  is  arrived  at  on  the 
assumption  that  the  variable  agents  used  with  the  fixed  plant 
remain  constant  in  price.  But  often  they  cost  the  producer 
more  at  the  same  time  that  he  is  forced  to  work  beyond  the 
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capacity  of  his  fixed  equipment.  To  increase  output,  more 
laborers  are  required ;  and  as  the  force  is  expanded,  wages 
tend  upward,  less  efficient  workers  are  hired,  and  overtime 
work,  for  which  higher  rates  are  necessary,  is  resorted  to. 
Raw  materials  become  scarcer  or  more  difficult  to  procure 
in  satisfactory  grades,  and  their  prices  go  up.  Finally,  obso¬ 
lete  plants  or  machines  are  recalled  to  production,  and  their 
output  is  also  higher  in  cost. 

When  a  rise  in  demand  causes  plants  to  run  above  capacity, 
the  entrepreneurs  always  have  the  option  of  building  them 
bigger  and  thus  escaping  the  effects  of  using  too  many  men 
and  too  much  raw  material  for  the  number  of  machines  in 
the  plant.  If  the  rise  in  demand  comes  slowly,  or  if  it  is  easily 
predictable,  plants  do  expand  as  demand  increases,  and  new 
units  are  added,  either  by  new  entrepreneurs  or  by  those 
already  in  the  business.  But  we  are  here  considering  an  un¬ 
predicted  rise  in  demand  which  is  sufficient  to  induce  all 
efficient  plants  to  run  above  capacity.  If  building  is  under¬ 
taken  to  meet  such  a  situation,  it  will  often  be  hurried  and 
expensive.  Moreover,  piecemeal  additions  to  old  plants  cause 
costs  to  rise  because  of  the  difficulty  of  coordinating  the  new 
units  with  the  old  and  because  of  the  interruption  of  the 
operation  of  the  old  plant.  We  conclude  that  when  the  de¬ 
mand  for  a  good  produced  with  much  durable,  specialized  cap¬ 
ital  rises  sharply  and  unexpectedly,  price  may  either  remain 
stationary  or  rise.  It  remains  stationary  when  the  increase  in 
demand  is  insufficient  to  employ  beyond  capacity  all  the  exist¬ 
ing  efficient  plants ;  it  rises  when  these  plants  are  forced  to 
produce  beyond  capacity  and  when  new  plant  or  equipment  is 
put  in  by  piecemeal  additions  and  by  hurried  construction. 

We  have  thus  far  considered  the  effects  of  unforeseen 
changes  in  demand  upon  (1)  price  during  very  short  periods 
of  time  —  so  short  that  new  production  from  the  factories 
cannot  have  any  influence  upon  the  volume  of  goods  offered 
for  sale  —  and  (2)  price  during  a  period  long  enough  to 
allow  for  a  hasty  adjustment  of  plant  output  to  the  ne  v 
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demand.  We  pass  now  to  the  consideration  of  the  equilib¬ 
rium  price  for  a  still  longer  period  of  time.  We  shall  assume 
that  changes  in  demand  take  place  so  slowly  that  all  produc¬ 
ers  have  ample  time  to  adjust  themselves  to  the  altered 
situation,  and  we  shall  center  attention  on  the  permanent 
effects  of  such  changes.  We  shall  ignore  for  the  present  the 
consequences  of  the  ebb  and  flow  of  demand  and  business 
activity  that  accompany  the  business  cycle,  reserving  for  a 
later  chapter  the  discussion  of  these  phenomena.  As  we  turn 
to  the  consideration  of  these  longer  periods,  we  find  that 
natural  scarcity  and  the  progress  of  technique  come  to  play 
a  more  and  more  important  role  in  the  analysis  of  price  and 
that  the  effects  of  overutilization  and  underutilization  of 
durable  capital  disappear. 

Since  the  conduct  of  an  individual  business  is  for  the  most 
part  dependent  for  success  on  the  prediction  of  short-time 
variations  of  demand  and  supply  and  the  adaptation  of  pro¬ 
duction  to  these  variations,  we  shall  find  that  our  analysis 
bears  more  directly  on  questions  of  public  policy  than  on 
private  business.  We  shall  be  concerned  with  the  analysis 
that  must  precede  answers  to  such  questions  as  the  effect  , of 
the  protective  tariff  upon  the  productivity  of  the  people  as  a 
whole,  the  effect  of  overpopulation  and  of  emigration  and 
immigration,  and  the  consequences  of  the  extension  of  large- 
scale  production. 

Constant  Cost.  When  an  increase  in  the  demand  for  a  com¬ 
modity  is  met  by  an  increase  of  supply  which  takes  place  under 
conditions  substantially  the  same  as  those  prevailing  before 
the  increase  in  demand  took  place,  the  good  is  said  to  be 
produced  at  constant  cost ;  that  is,  the  added  demand  is  met 
by  added  production  which  comes  forward  without  appreci¬ 
able  change  in  the  expenses  of  production  incurred  by  the 
marginal  producers.  In  Fig.  17  the  long-time  trend  of  cost 
is  illustrated  by  the  curve  CC,  which  is  a  straight  line  running 
parallel  to  the  axis  OX.  At  the  intersection  of  the  demand 
curve  DD  and  the  cost  curve  CC  the  price  will  be  fixed  at  NP. 
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The  number  of  units  put  on  the  market  will  be  ON,  which  is 
exactly  the  amount  that  the  buyers  will  take  at  the  price  NP. 
When  the  demand  curve  moves  to  the  position  represented  by 
D'D',  the  price  will  be  N'P',  which  is  equal  to  NP,  and  the 
change  in  demand  produces  no  alteration  of  the  normal  price. 

Conditions  under  which  Constant  Cost  Prevails.  A  moment’s 
reflection  should  cause  one  to  doubt  whether  there  is  any  com¬ 
modity  whose  cost  could  remain  the  same  if  the  demand  should 
increase  indefinitely.  Eventually,  we  should  suppose,  raw  mate¬ 
rials  would  become  so  scarce 
that  cost  would  certainly  be 
higher.  Even  if  the  raw  ma¬ 
terials  were  derived  from  or¬ 
dinary  farming  operations  and 
not  from  mines  or  forests,  we 
should  suppose  that  the  opera¬ 
tion  of  the  principle  of  dimin¬ 
ishing  returns  would  sooner  or 
later  cause  expenses  of  produc¬ 
tion  to  rise.  On  the  other  hand, 
if  the  demand  for  the  same 
goods  should  greatly  decrease,  we  should  suppose  that  the  fore¬ 
going  conditions  would  be  reversed,  after  the  decline  had  gone 
far  enough,  and  the  costs  of  production  would  consequently  de¬ 
cline.  Finally,  we  know  that  either  an  increase  or  a  decrease 
in  demand  may  alter  the  degree  of  specialization  or  division 
of  labor  prevailing  within  an  industry.  Should  this  happen, 
costs  would  likewise  be  altered. 

it  is  eyidenE-that  there  is  no  commodity  whose  supply  could 
be  increased  or  decreased  indefinitely  at  constant  cost.  Under 
certain  conditions,  however,  the  supply  of  any  commodity  may 
be  varied  considerably  without  any  appreciable  change  in 
cost.  The  principal  conditions  are  as  follows:  In  the  first  j 
place,  the  raw  materials  used  in  production  must  be  so  plenti¬ 
ful  that  a  considerable  increase  in  their  utilization  will  not 
cause  an  appreciably  greater  scarcity.  This  is  sometimes  the 
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case.  During  the  period  when  the  hardwood  forests  were 
being  cleared  from  the  land  in  the  north-central  states  timber 
was  probably  available  at  approximately  constant  cost.  The 
farmers  wanted  the  cleared  land  for  crops,  the  supply  of  labor 
was  very  elastic,  and  the  forests  were  everywhere.  It  must 
not  be  supposed,  of  course,  that  no  possible  demand  could  have 
driven  the  lumbermen  to  production  at  higher  costs ;  for  if 
the  demand  had  been  great  enough,  poorer  timber  would  have 
been  logged  and  more  expensive  labor  would  have  been  em¬ 
ployed.  As  time  went  on,  these  conditions  were  encountered, 
and  the  costs  did  go  up.  In  the  second  place,  as  has  just  been 
_  shown,  the  labor  required  for  additional  production  must  be 
forthcoming  at  constant  cost  per  unit  of  output.  This  will 
usually  be  the  case  when  the  amount  necessary  to  meet  the 
increased  demand  is  either  relatively  small  as  compared  with 
the  total  supply  of  such  labor  for  all  its  uses  or  when  this  labor 
is  such  that  no  special  ability  is  required.  Under  these  cir¬ 
cumstances  labor  will  move  freely  into  or  out  of  the  industry 
without  much  change  in  wages.  Thirdly,  the  industry  must 
be  one  in  which  there  is  not  much  division  of  labor  and  in 
which  the  most  efficient  unit  of  production  is  a  relatively 
small  one.  If  much  specialization  is  possible,  costs  will  vary 
more  or  less  with  the  increase  or  decrease  in  the  total  output 
of  the  industry ;  for  with  a  larger  output  some  additional 
specialization  will  usually  take  place  and  costs  will  fall. 

One  additional  condition  must  be  fulfilled  if  an  industry  is 
to  operate  under  constant  cost.  If  with  increasing  demand 
producers  can  introduce  improved  methods  of  using  men  or 
materials,  or  improved  machinery  already  developed  in  other 
industries,  costs  will  obviously  fall.  Hence,  in  order  to  com¬ 
plete  the  conditions  of  constant  cost  we  must  suppose  that 
no  improvements  in  production  will  accompany  the  expan¬ 
sion  of  the  industry.  But  since  improvements  are  most  com¬ 
mon  in  industries  where  the  possibilities  of  specialization  are 
present,  this  condition  is  practically  fulfilled  when  we  assume 
that  the  possibilities  of  specialization  are  very  slight. 
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These  conditions  may  be  present  in  any  industry  when 
fluctuations  in  demand  are  not  too  great.  Moreover,  sub¬ 
stantially  the  same  effect  will  be  observed  if  some  of  the  agents 
necessary  to  increase  the  output  can  be  secured  at  lower  costs 
while  others  must  be  obtained  at  higher  costs.  Constant  cost 
may  thus  result  from  an  exact  counterbalancing  of  decreasing 
and  increasing  costs.  But  such  a  balancing  of  forces  cannot 
be  expected  to  continue  if  fluctuations  in  demand  are  very 
great.  Great  changes  in  the  demand  for  a  commodity  are 
likely  to  be  accompanied  by  changes  in  its  marginal  cost  of 
production. 

Demand  and  Price  under  Conditions  of  Constant  Cost.  In 

general,  price  is  the  result  of  the  interaction  of  the  bids  of 
buyers  and  the  offerings  of  sellers.  There  are  two  conditions, 
however,  under  which  price  appears  to  be  determined  by 
either  demand  or  supply  alone.  As  we  have  seen,  if  the  amount 
of  the  good  for  sale  is  absolutely  fixed,  demand  alone  will  deter¬ 
mine  the  price.  It  is  also  evident  that  if  the  supply  of  any 
commodity  is  brought  to  market  under  conditions  of  constant 
cost,  the  normal  price  will  be  determined  by  cost  alone.  What 
the  demand  does  determine  is  the  amount  of  the  good  that 
under  conditions  of  free  competition  will  be  offered  for  sale. 

Constant  Cost  and  the  Shifting  of  Costs.  In  the  discussion  of 
interdependent  prices  it  has  been  shown  that  a  given  increase 
in  the  cost  of  one  of  the  agents  used  in  producing  a  commodity 
may  cause  an  equal  rise  in  its  price,  may  cause  a  decline  of  the 
price  of  one  or  more  of  the  other  agents,  or  may  cause  the  price 
of  the  good  to  rise  somewhat  and  the  price  of  the  other  agents 
to  decline  somewhat.  If  constant  cost  prevails,  an  increase  in 
expenses  will  affect  only  the  price  of  the  finished  article.  Since 
constant  cost  occurs  only  when  the  factors  of  production  have 
numerous  alternative  uses,  it  must  be  supposed  that  an  increase 
in  the  cost  of  obtaining  one  of  these  agents  is  general  through¬ 
out  all  industry,  including  the  one  in  which  constant  cost  pre¬ 
vails.  Hence  the  price  of  the  product  of  that  industry  must 
rise  by  the  full  amount  of  the  increased  cost  if  it  is  to  be 


218 


PRINCIPLES  OF  ECONOMICS 


produced  at  all.  Were  the  result  otherwise,  the  agents  would 
be  completely  withdrawn  and  the  industry  would  be  discon¬ 
tinued.  Referring  again  to  Fig.  17,  we  find  that  an  increase 
in  the  cost  of  any  of  the  agents  would  cause  an  upward  shift 
of  the  line  CC,  throughout  its  entire  length,  to  a  new  position 
above  that  shown  in  the  figure.  Since,  as  we  have  seen,  demand 
determines  only  the  amount  to  be  produced,  and  not  the  price, 
the  new  cost  curve  would  intersect  the  curves  DD  and  D'D' 
at  a  point  higher  on  the  F-scale  than  OC.  The  opposite  of  this 
proposition  is  also  true :  a  reduction  of  cost  is  followed  by  a 
fall  in  the  price,  regardless  of  the  position  of  the  demand  curve. 
Moreover,  when  costs  rise,  price  must  rise  (or  fall  when  costs 
fall)  by  the  full  amount  of  the  change  in  cost.  Any  increase 
in  the  expense  of  supplying  one  of  the  agents  of  production  will 
be  reflected  by  a  rise  in  price  of  an  equal  amount ;  and  when 
there  is  a  decrease  in  expense,  the  price  will  fall  by  an  equal 
amount. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Suppose  you  found  that  from  1900  to  1913  the  cost  of  com¬ 
modity  X,  when  produced  in  typical  factories,  did  not  vary  ap¬ 
preciably.  Would  this  prove  that  the  commodity  was  produced  at 
constant  cost  ?  Do  you  need  to  know  some  additional  facts  before  you 
can  answer  this  question?  If  so,  what  facts? 

y  2.  Suppose  that  only  80  per  cent  of  the  productive  capacity  of  the 
factories  producing  a  good  have  been  in  use.  An  increase  in  demand 
now  enables  these  factories  to  run  at  full  capacity.  Should  you  expect 
the  total  unit  expense  of  the  product  to  increase,  decrease,  or  remain 
constant?  If  you  found  that  the  total  unit  expense  decreased,  should 
you  conclude  that  the  industry  was  operating  under  decreasing  cost  ? 
Might  it  be  operating  under  constant  cost  ? 

3.  "We  know  that  every  dollar  added  to  the  expense  of  producing  a 
commodity  means  higher  prices  for  the  consumer  by  that  amount.”  Is 
t’  '  a  correct  statement  ?  Might  it  be  correct  under  certain  conditions  ? 


4.  It  is  sometimes  said  that  goods  whose  principal  expense  is  com¬ 
mon  labor  are  likely  to  be  produced  at  constant  cost.  Why,  or  why 
not? 


CONSTANT  COST 


219 


5.  "No  good  is  produced  at  constant  cost.  If  demand  falls  off,  the 
producers  will  cut  down  production,  employ  fewer  laborers,  and  buy 
less  raw  material.  As  a  result,  wages  and  the  price  of  raw  material 
will  fall.  If  demand  rises,  higher  prices  will  be  paid  for  labor  and  raw 
material.  Costs  are  thus  shown  to  rise  when  demand  increases  and  to 
fall  when  demand  declines.”  Criticize. 

6.  The  prices  of  many  branded  articles  sold  at  retail  sometimes  re¬ 
main  the  same  while  total  consumption  increases  greatly.  Does  the 
fact  that  these  articles  remain  stable  in  price  prove  that  they  are  pro¬ 
duced  at  constant  cost?  Why,  or  why  not?  What  other  conditions 
might  cause. their  prices  to  remain  stable? 

7.  Does  the  line  CC  in  Fig.  17  show  the  average  cost  of  production 
of  all  the  firms  contributing  to  the  supply  of  ON  units  ?  the  marginal 
cost  of  all  the  firms  at  any  given  time,  say,  when  ON  units  are  being 
produced  ?  the  average  cost  of  certain  firms  ? 
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INCREASING  COST 

The  Meaning  of  Increasing  Cost.  In  the  preceding  chapter 
we  have  seen  that  the  product  of  an  industry  can  be  increased 
at  constant  cost  either  when  the  agents  of  production  can  be 
obtained  in  variable  amounts  without  change  in  their  prices 
or  when  the  tendency  to  decreasing  returns  at  one  step  of  the 
productive  process  is  offset  by  increasing  returns  at  another 
step.  In  this  chapter  we  shall  advance  another  stage  in  the 
analysis  of  the  effect  of  an  increase  in  demand  and  examine  the 
conditions  under  which  the  normal  cost  of  production  increases 
with  an  increase  in  the  demand.  A  good  is  said  to  be  produced 
at  increasing  cost  when  a  rise  in  the  demand  for  it  is  accom¬ 
panied  by  an  increase  in  production,  which  increase  cannot  be 
brought  to  market  except  at  a  higher  cost  as  compared  with  the 
marginal  cost  of  the  amount  produced  before  the  demand  rose. 

It  must  be  remembered  that  we  are  here  concerned  with 
long-time,  or  normal,  effects  of  a  rise  in  demand.  A  sharp,  un¬ 
expected  rise  in  the  demand  for  any  good  may  cause  its  costs 
to  rise  temporarily  even  though  the  permanent,  or  normal,  con¬ 
ditions  are  such  that  it  is  produced  at  constant  or  decreasing 
cost.  It  has  also  been  shown  that  if  an  industry  is  overbuilt,  a 
sudden  rise  in  demand  does  not  cause  a  corresponding  rise  in 
cost,  because  the  resulting  increase  in  production  does  not  re¬ 
quire  additional  plant,  and  the  supplementary  costs  can  then 
be  distributed  over  a  larger  output ;  total  unit  costs  may  be 
even  lower  than  before  the  change  in  demand  took  place.  But 
this  chapter  is  concerned  with  long-run  tendencies.  In  the 
long  run  the  agents  of  production  tend  to  be  assigned  to  the 
productive  uses  in  which  they  will  earn  the  maximum  returns. 
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Temporary,  inefficient  methods  of  meeting  a  sudden  increase 
in  demand  are  supplanted  by  permanent  and  more  efficient 
methods,  and  plants  that  have  become  out  of  date  or  have 
fallen  into  decay  are  scrapped  or  abandoned.  When  these 
adjustments  have  been  made,  the  more  permanent  forces 
assert  themselves  and  increased  demand  is  met  by  an  addi¬ 
tional  supply  which  comes  to  market  at  constant,  at  increased, 
or  at  decreased  cost.  Here  we  are  dealing  with  the  conditions 
that  make  it  necessary  for  the  entrepreneurs  to  incur  increased 
costs  in  order  to  provide  the  ad¬ 
ditional  output  required  by  the 
increased  demand. 

The  operation  of  the  principle 
of  increasing  cost  is  illustrated  in 
Fig.  18.  Increasing  cost  is  prob¬ 
ably  more  typical  of  agricultural 
products  than  of  the  products 
of  other  types  of  production.  In 
our  explanation  we  shall  there¬ 
fore  suppose  that  the  commodity 
'  whose  cost  we  are  explaining  is 
wheat.  We  also  assume  that  be¬ 
fore  the  demand  increased  from  DD  to  D'D'  demand  and  sup¬ 
ply  were  in  stable  equilibrium  with  an  output  of  ON  and  a 
price  of  NP.  Since  the  equilibrium  is  stable,  the  agents  of 
production  earn  as  much  in  the  production  of  wheat  as  they 
could  earn  in  any  other  line  of  production. 

Let  us  now  suppose  that  the  demand  for  wheat  begins  to 
increase  slowly,  that  the  demand  curve  moves  slowly  from 
its  position  DD  to  a  new  position  D'D'.  Producers  will  attempt 
to  increase  the  amount  offered  for  sale  by  expanding  their  use 
of  the  variable  agents  of  production.  Time  is  allowed  for  each 
producer  to  make  the  best  combination  he  can  in  order  to 
increase  his  product.  Since  the  wheat  is  produced  at  increas¬ 
ing  cost,  every  additional  amount  above  ON  will  cost  more 
than  the  lesser  amount  of  ON.  The  increase  in  costs  as 
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amount  increases  from  ON  to  ON'  is  indicated  by  the  increas¬ 
ing  distance  of  CC  above  OX.  If  demand  becomes  stationary 
at  D'D1,  the  new  equilibrium  price  will  be  N'P' ;  and  since  we 
have  assumed  a  free  competitive  market,  the  entire  output  of 
ON'  must  sell  for  the  price  N'P'. 

If  the  equilibrium  of  demand  and  production  at  the  price 
NP  is  disturbed  by  a  decline  in  demand  to  D"D" ,  costs  will 
decrease  to  N"P",  and  output  will  be  ON".  It  is  evident 
that  the  name  we  have  given  to  the  phenomenon  described  — - 

increasing  cost  —  is  not  accurate,  since  cost  decreases  when 
demand  falls,  just  as  it  increases  when  demand  rises.  But 
since  the  terminology  is  firmly  fixed  in  economic  writing,  it 
may  as  well  be  accepted. 

Conditions  leading  to  Increasing  Cost.  Thus  far  we  have 
been  concerned  with  a  mere  description  of  the  phenomenon  of 
increasing  cost.  The  illustrative  figure  does  not  explain  why 
costs  increase  with  rising  demand  and  decrease  with  falling 
demand.  The  next  step  in  the  analysis  of  price  is  the  explana¬ 
tion  of  the  phenomenon  just  described.  But  before  attempting 
to  state  the  conditions  under  which  a  rise  in  demand  is  accom¬ 
panied  by  increasing  cost  of  production  let  us  recall  the  fun¬ 
damental  conditions  governing  cost.  In  Chapter  X  it  was 
explained  that  the  costs  of  production  incurred  by  the  entre¬ 
preneurs  in  a  given  industry  are  set  (1)  by_the_competitiye 
bidding  for  the  agents  of  production  by  entrepreneurs  making 
other  sorts  of  goods,  and  (2)  in  some  cases  by  the  natural 
scarcity  of  an  agent  used  in  the  given  industry.  But  competi¬ 
tive  bidding  by  all  the  entrepreneurs  in  all  industries  would 
not  cause  the  agents  to  have  prices  (and  thus  cause  them  to 
"cost”  something),  were  it  not  for  the  limitations  upon  their 
supplies  arising  from  natural  scarcity  and  other  limitations. 

When  the  demand  for  any  good  increases,  the  producers 
try  to  increase  the  output  of  the  industry.  To  do  this  they 
must  take  some  of  the  agents  away  from  entrepreneurs  pro¬ 
ducing  other  sorts  of  goods.  At  first  they  must  offer  slightly 
higher  prices  to  overcome  inertia,  but  in  the  long  run  they 


INCREASING  COST 


223 


will  need  to  pay  for  these  agents  only  the  same  prices  that 
other  industries  pay.  If  the  increased  bidding  for  the  agents 
arising  from  the_augmented  demand  in  the  industry  under 
consideration  does  not  force  up  their  price,  it  would  appear 
that  the  cost  of  production  would  not  increase.  But  this  con¬ 
clusion  is  not  correct  under  all  conditions.  It  is  correct  (1)  if 
the  increase  in  the  demand  for  the  products  of  this  industry 
is  accompanied  by  a  decline  in  the  demand  for  some  other 
good  or  goods  and  (2)  if  the  agents  of  production  which  are 
required  to  make  this  good  can  all  be  drawn  from  the  indus¬ 
tries  producing  the  goods  for  which  the  demand  has  declined. 
Such  a  transfer  of  demand  from  one  industry  to  another 
should  not  occasion  any  rise  in  normal  costs  in  any  industry. 

There  is  one  condition,  however,  that  may  change  the  costs 
of  the  good  for  which  the  demand  has  increased.  The  produc¬ 
tion  of  this  good  may  involve  a  scarce  natural  agent  which  has 
no  competitive  uses  in  the  production  of  any  other  good. 
When  this  is  the  case,  the  agents  drawn  from  the  industries 
whose  products  are  in  less  demand  must  be  combined  with 
the  limited  natural  agent  used  in  producing  the  good  for 
which  demand  has  increased. 

But  according  to  the  principle  of  diminishing  returns,  as 
explained  in  Chapter  V,  the  additional  agents  cannot  be  made 
to  produce  as  effectively  as  the  agents  already  employed. 
Neither  can  they  produce  as  effectively  as  they  could  in  the 
industries  from  which  they  have  been  withdrawn.  We  con¬ 
clude,  therefore,  that  the  additional  product  can  be  obtained 
only  at  a  higher  cost. 

The  case  we  have  been  considering  —  an  increase  in  the 
demand  for  a  particular  good,  because  of  a  transfer  of  demand 
—  is  not  the  only  circumstance  that  may  bring  about  increas¬ 
ing  cost.  Natural-resources  are,  in  any  given  stage  of  the 
development  of  technique,  a  limited  factor  of  production. 
But  population-  from  which  are  derived  laborers  and  entre¬ 
preneurs,  and  capital  tend  constantly  to  increase.  With  the 
growth  of  these  three  factors  production  must,  in  the  absence 
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of  changes  in  technique,  press  more  and  more  heavily  upon  the 
land  and  other  natural  resources  available  in  any  community. 
Hence  the  principle  of  diminishing  returns  comes  into  opera¬ 
tion  on  a  much  wider  scale  than  we  have  considered  in  the 
preceding  analysis.  With  the  growth  of  population  and  of 
capital  the  demand  for  food  and  raw  materials  is  increased, 
and  men  try  to  obtain  these  commodities  in  larger  and  larger 
amounts.  But  to  do  this  they  must  utilize  more  intensively 
the  farms,  forests,  and  mines  already  being  worked,  and  they 
must  make  use  of  less  productive  agricultural  areas,  less  pro¬ 
ductive  forests,  and  less  productive  mineral  deposits.  From 
this  it  follows  that  the  added  population  and  the  added  capital 
work  under  the  limitations  imposed  by  the  principle  of  di¬ 
minishing  returns.  In  the  absence  of  the  discovery  of  new 
resources  and  without  inventions  additional  food  and  raw 
materials  can  be  obtained  only  at  increasing  costs. 

It  is  sometimes  said  that  raw  materials  and  food  are 
"increasing  cost”  goods.  It  is  evident  that  any  good  must 
be  produced  at  increasing  cost  if  the  growing  demand  for  it 
can  be  met  only  by  the  use  of  an  agent  whose  supply  cannot 
be  increased  or  if  additional  supplies  of  this  agent  are  inferior 
to  those  already  in  use.  But  it  is  evident,  also,  that  even  raw 
materials  and  food  can  be  produced  without  encountering  the 
limitations  of  the  principle  of  diminishing  returns  if  new 
natural  resources  as  productive  as  those  already  in  use  can 
be  drawn  upon  as  demand  rises. 

Diminishing  Returns  and  Increasing  Expenses  of  Production. 
In  the  preceding  section  we  have  explained  only  that  as  the 
demand  for  goods  drawn  from  the  earth  increases,  the  com¬ 
munity  must,  in  the  absence  of  changes  in  the  technique  of 
production  and  surplus  natural  resources,  experience  higher 
and  higher  costs  of  production.  Higher  costs  have  been 
measured  in  terms  of  units  of  labor  and  capital  required  for 
combination  with  the  natural  resources.  The  next  step  in  the 
explanation  is  to  show  how  the  increased  use  of  labor  and 
capital  per  unit  of  output  leads  to  increasing  entrepreneurs’ 
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expense  of  production.  In  this  explanation  we  shall  assume 
that  we  are  dealing  with  the  expenses  of  entrepreneurs  of 
marginal  efficiency,  and  we  shall  assume  that  the  value  of 
money  remains  constant. 

When  individual  farmers  attempt  to  expand  output,  they 
will  require  additional  labor  and  capital.  But  the  prices  they 
will  have  to  pay  for  these  additional  agents  are  set  by  the 
competitive  bidding  of  all  entrepreneurs  in  all  industry. 
Hence  we  may  assume  that  the  demand  of  the  farmers  for 
additional  amounts  of  these  agents  will  not  appreciably  affect 
their  prices.  But  according  to  the  principle  of  diminishing 
returns  additional  amounts  of  labor  and  capital  applied  to  the 
production  of  additional  bushels  of  wheat  will  not  yield  as 
much  wheat  as  the  earlier  applications.  The  product  per  unit 
of  the  additional  agents  will  diminish.  Yet  the  cost  of  each 
unit  of  these  agents  to  the  farmers  will  remain  the  same. 
Hence  the  entrepreneurs’  expense  of  production  for  the  addi¬ 
tional  product  will  rise  with  every  step  in  the  expansion  of  the 
wheat  crop.  The  average  labor  and  capital  expense  per  unit  of 
product  will  not  rise  as  much  as  the  additional  expense.  But 
since  the  entire  crop  must  sell  at  the  same  price,  and  since  the 
added  bushels  cannot  be  sold  at  less  than  cost,  the  price  of  the 
entire  crop  will  rise  by  the  amount  of  the  added  cost  of  grow¬ 
ing  the  marginal  units. 

The  student  will  naturally  inquire  at  this  point,  "What  be¬ 
comes  of  the  difference  between  the  labor-and-capital  expense 
of  growing  wheat  under  more  favorable  conditions  (with  the 
'earlier’  applications  of  the  variables  labor  and  capital)  and 
the  marginal  cost  ?  ’’  The  answer  to  this  question  cannot  be 
given  in  full  until  the  theory  of  rent  has  been  explained.  But 
it  is  evident  that  since  land  is  the  scarce  agent,  —  the  agent 
which  is  being  used  past  the  point  of  diminishing  returns,  - 
the  landlord  will  claim  this  difference  by  reason  of  the  fact 
that  he  controls  the  supply  of  land.  He  will  exact  from  the 
users  of  the  land  a  charge  called  rent.  This  charge  will  equalize 
the  difference  between  average  and  marginal  cost.  Each 
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farmer  will  be  compelled  to  incur  in  addition  to  his  expense  for 
labor  and  capital  an  expense  to  obtain  the  use  of  land.  Hence 
the  money  costs  of  all  marginal  farmers  (entrepreneurs)  will 
be  the  same. 

Entrepreneurs’  Differential  Expenses  and  Increasing  Cost. 
In  Chapter  XI  we  have  shown  that  entrepreneurs  cannot  all 
bring  their  products  to  market  at  the  same  average  expenses 
of  production,  even  when  they  are  all  working  under  the  same 

external  conditions.  Differ¬ 
ences  in  expense  are  caused 
by  the  varying  ability  of  the 
entrepreneurs  themselves. 
When  we  said  that  the  cost 
of  production  of  wheat  was 
a  certain  amount,  we  meant 
that  such  was  its  cost  to  the 
marginal  entrepreneur.  Inef¬ 
ficient  producers  incur  higher 
costs ;  and  more  efficient, 
lower  costs.  These  differences 
in  entrepreneurs’  expenses  are 
found  in  all  industries.  They  are  not  due  to  the  conditions  that 
determine  whether  the  product  can  be  expanded  at  increasing 
or  decreasing  cost.  Hence  the  curve  CC  in  Fig.  18  must  not 
be  taken  to  indicate  the  differences  in  cost  to  different  pro¬ 
ducers,  which  have  been  represented  by  the  up-sloping  curve 
CC  in  Fig.  15,  p.  180.  The  curve  CC  in  Fig.  18  cannot  repre¬ 
sent  the  varying  expense  of  producing  the  different  portions 
of  the  total  supply  of  ON. 

In  Fig.  19  the  curve  CC  represents  the  path  along  which 
marginal  cost  increases  or  decreases  as  demand  rises  or  falls. 
It  answers  the  question  What  is  the  marginal  cost  of  producing 
varying  amounts  of  the  good?  It  is  identical  with  the  curve 
CC  in  Fig.  18.  But  when  ON  units  are  produced,  we  find  that 
entrepreneurs  have  average  expenses  of  production,  rent  in¬ 
cluded,  varying  from  ninety  cents  to  more  than  a  dollar  and 
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twenty  cents  a  unit.  For  the  least  efficient  entrepreneurs  the 
costs  are,  as  we  know,  somewhat  above  the  selling  price  of  the 
product,  which  corresponds  with  the  costs  of  the  marginal 
group.  When  demand  moves  from  DD  to  D'D',  rents  will 
rise,  owing  to  the  growing  scarcity  of  land,  and  average  costs 
will  increase  for  all  entrepreneurs.  Hence  the  curve  EE, 
which  represents  entrepreneurs’  differential  costs  when  de¬ 
mand  is  at  DD,  must  move  upward  to  the  position  E'E' . 
Every  producer  encounters  rising  costs  as  demand  moves 
upward ;  but  the  more  efficient  are  still  able  to  keep  average 
costs  below  price,  the  marginal  group  just  cover  expenses  of 
production,  and  the  least  efficient  still  incur  costs  above  price. 
As  was  explained  in  Chapter  XI,  all  the  more  efficient  pro¬ 
ducers  will  expand  their  outputs  to  the  point  where  their 
marginal  costs  correspond  with  the  price  N'P' .  Hence  we  con¬ 
clude  that  when  an  industry  operates  under  increasing  cost, 
marginal  expense  and  normal  price  rise  with  every  permanent 
increase  in  demand  and  fall  with  every  permanent  decrease. 

Forces  counteracting  Increasing  Cost.  Thus  far  we  have  con¬ 
sidered  the  effect  of  increased  demand  upon  the  cost  of  ob¬ 
taining  the  products  of  nature  if  there  were  no  discoveries  of 
new  resources  and  if  the  technique  of  production  remained 
constant.  By  "remained  constant”  we  have  implied  that  no 
inventions  took  place.  These  assumptions  may  now  be  re¬ 
moved  and  conditions  brought  nearer  to  reality.  The  general 
effect  of  any  of  these  changes  is  to  reduce  the  labor  cost  and 
the  capital  cost  of  obtaining  raw  materials.  Wheat  that  for¬ 
merly  cost  $1.20  a  bushel  may  be  grown  for  80  cents  after 
an  improvement  in  farming  occurs.  Moreover,  if  the  reduc¬ 
tion  in  cost  occurs  at  the  same  time  that  the  demand  for  the 
product  increases,  it  is  entirely  possible  that  the  additional 
product  might  be  forthcoming  at  $1  or  even  at  a  lower  expense 
of  production.  Similarly,  if  the  growing  population  discovers 
and  cultivates  new  and  better  lands  (as  was  the  case  with  the 
surplus  population  of  Europe  during  the  eighteenth  and  nine¬ 
teenth  centuries)  instead  of  cultivating  the  same  areas  more 


228 


PRINCIPLES  OF  ECONOMICS 


intensively,  the  cost  of  the  product  may  actually  decrease. 
Finally,  if  science  reveals  ways  and  means  of  tapping  resources 
formerly  unavailable,  the  additional  population  may  be  able 
to  supply  itself  with  the  products  of  the  field,  the  forest,  and 
the  mine  without  any  rise  of  the  existing  normal  cost. 

If  we  were  able  to  obtain  comparable  data  of  the  cost  of 
growing  wheat  or  any  other  crop  in  any  country  over  many 
years,  we  should  probably  find  that  during  some  of  these  years 
the  cost  of  production  was  steadily  rising,  in  others  practically 
unchanging,  and  in  still  others-  steadily  falling.  But  in  every 
period  of  either  falling  or  unchanging  costs  we  should  find 
that  some  of  the  conditions  assumed  in  the  statement  of  the 
law  of  diminishing  returns  had  been  violated  and  that  as  soon 
as  the  assumed  conditions  were  again  restored  the  cost  of 
obtaining  additional  supplies  had  again  begun  to  rise. 

If  the  demand  for  raw  materials  and  foods  rises  contin¬ 
uously,  increasing  cost  will  necessarily  make  its  appearance 
unless  the  counteracting  forces  of  invention  and  discovery  are 
continuously  accelerated.  For  example,  we  may  assume  that 
the  cost  of  producing  the  marginal  increments  of  the  supply 
of  wheat  is  $1.20  a  bushel  and  that  annually  the  growing 
population  requires  2  per  cent  more  than  in  the  preceding 
year.  If  there  are  no  improvements  of  any  sort,  the  cost  of 
getting  these  annual  additions  to  supply  will  certainly  rise. 
But  suppose  that  scientists  discover  a  new  variety  of  wheat 
that  either  yields  much  more  than  old  varieties  or  can  be 
grown  in  areas  where  formerly  lack  of  rainfall  or  the  shortness 
of  the  growing  season  prevented  the  cultivation  of  wheat. 
The  pressure  of  intensive  cultivation  on  the  old  wheatlands 
will  be  relieved,  some  of  the  poorest  will  be  abandoned,  the 
marginal  cost  of  growing  wheat  will  fall,  and  the  price  of 
wheat  will  fall.  If  we  assume  that  with  every  increase  in  the 
demand  for  wheat  an  invention  or  a  scientific  discovery  ap¬ 
pears  and  increases  the  productivity  of  existing  wheatlands 
in  the  same  proportion,  the  principle  of  diminishing  returns 
will  be  entirely  counteracted  and  the  new  demand  will  be  met 
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by  an  additional  supply  which  the  producers  will  be  able  to 
put  on  the  market  at  a  constant  marginal  cost. 

The  prices  of  the  products  of  agriculture  to  the  final  con¬ 
sumer  consist  of  the  expenses  of  growing  them  on  the  farm, 
of  processing  them  in  factories,  and  of  marketing.  As  we  have 
seen,  the  first  of  these  is  sometimes  less  than  half  the  price 
which  the  consumer  pays  for  the  finished  good.  A  reduction 
of  the  costs  of  processing  or  of  marketing  reduces  the  price  of 
the  finished  good,  and  it  therefore  is  entirely  possible  that  an 
increase  in  the  demand  for  certain  agricultural  products 
might  be  accompanied  by  increasing  costs  of  production  on 
the  farm  and  at  the  same  time  by  reduced  costs  for  trans¬ 
portation,  merchandising,  or  processing.  If  these  reductions 
are  great  enough,  the  consumers  are  able  to  secure  larger 
amounts  of  the  finished  good  at  lower  prices  in  spite  of  the 
fact  that  the  cost  of  producing  the  raw  materials  has  increased. 
For  example,  bread  might  fall  in  price  while  the  cost  of  grow¬ 
ing  wheat  increased.  When  the  principle  of  increasing  cost 
is  used  in  the  analysis  of  concrete  problems,  it  is  always 
necessary  to  distinguish  the  different  steps  in  the  complete 
productive  process.  Diminishing  returns  may  bring  about 
increasing  costs  in  one  process,  and  inventions  may  reduce 
costs  in  succeeding  processes. 

But  the  forces  which  offset  the  effects  of  diminishing  re¬ 
turns  in  the  production  of  food  and  raw  materials  can  hardly 
be  expected  to  keep  pace  exactly  with  the  rising  demand  for 
these  products.  A  rise  in  demand  usually  causes  the  price 
of  one  or  more  of  these  products  to  rise.  If  this  stimulates 
improvements  and  discovery,  if  new  resources  are  found 
or  if  improved  methods  are  devised,  either  for  agriculture 
or  for  processing  and  marketing,  price  retreats  toward  its 
original  level.  Very  often  improvements  outrun  the  rising 
demand  and  price  actually  falls  below  the  point  at  which  it 
stood  before  demand  increased.  When  these  improvements 
occur  in  agriculture  itself,  the  result  is  likely  to  be  overpro¬ 
duction  of  farm  products,  and  therefore  many  agricultural 


230 


PRINCIPLES  OF  ECONOMICS 


producers  may  find  that  they  cannot  earn  the  incomes  they 
had  previously  earned ;  there  follows  a  period  of  distress  and 
discontent  in  the  rural  districts  of  the  areas  affected  by  the 
improvements. 

Historically,  the  picture  we  have  drawn  is  characteristic  of 
many  sorts  of  agricultural  production,  iron  mining,  coal  min¬ 
ing,  and  even  lumbering.  Is  there,  then,  any  justification  for 
saying  that  the  extractive  industries  operate  under  conditions 
of  diminishing  returns  ?  When  costs  are  declining,  is  the  law  of 
diminishing  returns  in  operation  ?  The  answer  is  that  the  tend¬ 
ency  is  always  in  operation.  In  the  first  place,  we  must  note  that 
were  it  not  for  the  operation  of  the  principle  of  diminishing  re¬ 
turns,  the  cost  under  the  improved  conditions  would  have  fallen 
even  more  than  it  did.  In  the  second  place,  we  must  insist 
that  the  principle  of  diminishing  returns  and  its  consequence, 
increasing  cost,  are  of  the  nature  of  universal  physical  laws, 
whose  effects  may  for  a  time  be  obscured  or  counterbalanced 
by  the  ingenuity  of  man,  but  whose  operation  can  no  more 
be  abolished  or  wiped  out  than  can  the  law  of  gravitation. 
If  the  demand  for  wheat  increases,  its  cost  will  begin  to  rise 
the  moment  man  relaxes  his  efforts  to  perfect  the  arts  and 
to  delve  deeper  into  the  truths  of  science. 

Increasing  Cost  and  the  Incidence  of  New  Unit  Costs.  Under 
conditions  of  free  competition,  any  expense  necessarily  in¬ 
curred  by  the  typical  producers  must  be  covered  by  the  selling 
price  of  the  goods  they  produce.  Any  increase  in  expense  will 
add  just  that  amount  to  normal  cost.  In  the  preceding  chapter 
we  saw  that  any  increase  in  the  unit  expense  of  bringing  to 
market  a  commodity  produced  under  conditions  of  constant 
cost  would  raise  by  the  same  amount  the  normal  price  of  that 
commodity.  When,  however,  a  good  is  produced  at  increas¬ 
ing  cost,  a  given  addition  to  the  expense  will  raise  the  price 
by  something  less  than  the  addition.  The  reason  for  this  is 
evident  from  Fig.  20.  In  this  figure  CC  represents  marginal 
cost  of  production  when  supply  is  varied  along  OX.  When 
ON  units  are  produced,  the  cost  and  the  price  are  NP.  If  one 
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of  the  variable  factors  should  rise  in  cost  so  that  for  any  given 
amount  of  output  the  unit  cost  was  greater  than  before  by 
PQ,  the  new  total  cost  of  varying  amounts  of  the  product 
would  be  represented  by  C'C'.  Producers  would  of  course 
try  to  shift  the  new  expense  to  the  consumers.  With  the 
demand  represented  by  DD,  they  could  do  so  only  by  reduc¬ 
ing  output  from  ON  to  ON'.  But  when  output  has  been  so 
restricted,  it  is  evident  that  the  new  expense  is  added  to  a 
smaller  old  expense  than  when  Y 
ON  units  were  produced,  since 
N'q  is  less  than  NP.  It  is  like¬ 
wise  apparent  that  the  new  price 
N'P'  exceeds  NP  by  an  amount 
less  than  PQ. 

The  validity  of  this  diagram¬ 
matic  demonstration  for  real  life 
is  apparent  when  we  recall  that 
the  producers  in  their  efforts  to 
shift  the  new  cost  to  the  con¬ 
sumers  must  reduce  output.  But 
reduction  of  output  means  the  abandonment  of  the  poorer 
sources  of  supply  and  the  application  of  less  of  the  variable 
factors  to  the  fixed  factor  —  land  and  other  natural  resources. 
Stated  in  other  terms,  the  efforts  of  the  entrepreneurs  to 
shift  the  new  expense  results  in  the  establishment  of  a  new 
and  lower  margin  of  cost.  The  foregoing  conclusion  holds  for 
taxes  on  the  output  of  farms,  forests,  and  mines.  It  also  holds 
for  additional  labor  costs  and  capital  costs  that  bring  about 
variations  in  the  unit  cost  of  goods.  All  the  new  cost  is  passed 
on  to  the  consumers,  but  is  added  to  a  lower  cost  than  the  one 
prevailing  before  the  new  cost  appeared. 

It  is  sometimes  supposed  that  any  sort  of  subsidy  paid  to 
producers  cheapens  the  product  by  the  amount  of  the  sub¬ 
sidy.  Now  a  subsidy  amounts  to  a  reduction  of  the  expense 
that  the  producers  must  charge  the  consumers  in  order  to 
remain  in  business.  Suppose  that  the  subsidized  product  is 
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being  put  on  the  market  at  a  marginal  cost  of  NP  in  terms  of 
Fig.  20.  The  government  now  agrees  to  pay  the  producers  rP 
for  every  unit  sold.  The  effect  of  this  reduction  in  expense  ( rP ) 
when  increasing  cost  rules  in  the  industry  is  shown  by  the 
curve  C"  C" .  Since  the  reduction  of  cost  gives  the  producers 
greater  profits,  they  will  expand  the  output  until  the  marginal 
cost  is  again  equal  to  the  selling  price.  They  will  increase 
supply  from  ON  to  ON",  and  price  will  be  N"P".  By  the 
same  reasoning  as  in  the  case  of  the  added  expense,  we  con¬ 
clude  that  the  price  will  fall  by  something  less  than  rP.  The 
economic  argument  also  runs  in  the  same  terms.  The  pro¬ 
ducers,  in  order  to  expand  the  supply,  must  make  use  of 
poorer  natural  resources,  and  they  must  cultivate  the  old  re¬ 
sources  more  intensively.  Both  procedures  will  lead  to  higher 
costs,  and  the  subsidy  will  therefore  be  subtracted  from  a  new 
and  higher  expense  than  before  the  subsidy  was  added. 

In  the  application  of  the  foregoing  reasoning  to  actual  cases, 
certain  cautions  must  be  observed.  What  has  been  said  holds 
only  if  the  increase  in  expense  or  the  subsidy  is  borne  or  paid 
in  accordance  with  some  recognized  unit  of  output.  If  the  cost 
of  one  kind  of  farm  machinery  should  rise,  we  might  discover 
some  —  probably  a  very  small  —  effect  on  the  price  of  the 
crop  in  the  production  of  which  the  machinery  was  used. 
But  it  is  not  necessarily  true  that  the  enhanced  price  would 
follow  the  principles  explained  in  this  section.  Farmers  might 
discard  the  machine  entirely  and  put  another  in  its  place ; 
they  might  be  able  to  economize  in  its  use ;  they  might  change 
slightly  the  type  of  product  grown  on  the  land.  A  further 
caution  is  necessary  when  we  apply  this  reasoning  to  any 
argument  concerning  the  effect  of  a  subsidy  to  agricultural 
products.  It  has  been  said  that  such  an  aid  would  cause 
poorer  land  to  be  employed  with  a  resulting  increase  in  total 
product.  This,  in  turn,  would  lower  prices  and  therefore 
leave  the  farmers  no  better  off  than  before  the  aid  was  granted. 
This  conclusion  may  be  in  error  in  two  respects.  In  the  first 
place,  the  expansion  of  the  farming  area  would  be  checked  by 
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increasing  costs  before  price  descended  by  the  full  amount  of 
the  subsidy,  so  that  some  benefit  would  still  remain  with  the 
producers  of  all  the  product  except  the  marginal  increments. 
In  the  second  place,  the  conclusion  that  the  farmers  would 
expand  production  depends  upon  the  unstated  assumption 
that  they  are  already  covering  their  expenses.  If  they  were 
not,  they  probably  would  not  increase  their  output.  At  any 
rate,  they  would  not  do  so  until  the  subsidy  was  made  greater 
than  the  difference  between  expense  and  selling  price. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  How  would  a  curve  representing  increasing  average  cost  (ex¬ 
clusive  of  rent)  differ  from  CC  in  Fig.  18,  which  represents  increasing 
marginal  cost? 

(  2.  In  the  production  of  an  agricultural  product  the  following  events 
take  place:  (1)  the  demand  rises;  (2)  poorer  land  is  cultivated,  and 
the  total  product  increases  10  per  cent ;  (3)  the  cost  of  production  on 
the  poorer  land  is  15  per  cent  above  the  marginal  cost  existing  before 
demand  rose.  Later  an  improvement  reduces  the  cost  of  production 
on  the  better  grades  of  land,  and  some  but  not  all  of  the  poorer  land  is 
abandoned  while  the  product  of  the  better  land  is  increased.  Would  it 
be  possible  for  the  competitive  price  to  rise  at  the  same  time  that  aver¬ 
age  cost  stood  still?  If  so,  is  the  commodity  produced  at  increasing 
cost? 

3.  When  war  demand  increased  the  price  of  wheat,  previously  un¬ 
cultivated  areas  in  Montana  and  Canada  were  broken  up  and  sowed 
to  wheat.  Do  you  suppose  that  the  cost  of  growing  wheat  on  these 
areas  was  higher  than  it  was  on  good  lands  in  Kansas  ?  Why  ?  Since 
1920  the  price  of  wheat  has  receded  to  near  the  level  of  1913,  if  change 
in  the  purchasing  power  of  money  is  taken  into  account.  Yet  much  of 
the  area  broken  up  during  the  war  is  still  in  use.  Does  this  show  that 
the  marginal  cost  of  growing  wheat  on  these  lands  is  not  higher  than 
on/ the  best  wheatland  in  Kansas  ? 


V4.  Suppose  that  all  the  land  in  a  country  was  of  uniform  quality  in 
respect  to  soil  fertility,  climatic  environment,  and  location.  As  the 
population  increased,  at  what  point  would  increasing  cost  of  the 
products  of  the  land  set  in?  Would  it  ever  manifest  itself? 
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1  5.  Assume  that  the  marginal  cost  of  growing  wheat  was  90  cents  in 
1890,  $1  in  1900,  and  $1.10  in  1910 ;  assume  further  that  the  value  of 
money  remained  constant  throughout  this  period.  Would  a  curve 
sipwing  the  cost  of  growing  wheat  in  these  years  also  illustrate  in¬ 
creasing  cost?  Explain.  w  *>y  **•*  * 

6.  The  Surplus  Control  Bill  (McNary-Haugen  Bill)  of  1927,  which 
was  passed  by  Congress  and  vetoed  by  the  President,  provided  for 
the  stabilization  of  the  prices  of  certain  agricultural  products,  prin¬ 
cipally  wheat,  cotton,  corn  and  swine.  It  was  the  intent  of  the  Bill 
that  when  a  "surplus”  of  any  of  these  products  occurred  it  should  be 
taken  off  the  market  at  a  price  determined  by  a  Federal  board  and 
either  stored  or  exported.  It  was  supposed  that  such  action  would  pre¬ 
vent  overproduction  from  depressing  price  unduly. 

a.  Suppose  that  the  price  of  any  of  the  products  should  be  prevented 
from  falling  to  its  competitive  price  in  any  year.  How  would  the  crop 
in  the  following  year  probably  be  affected  ? 

b.  Assume  that  the  prevailing  price  of  wheat  has  been  $1.40  a  bushel 
during  the  past  five  years  and  that  the  marginal  cost  of  production  has 
been  $1.80.  If  the  board  should  then  raise  the  price  to  $1.80,  how  do 
you  think  future  production  would  be  affected  ? 

c.  Suppose  the  board  by  mistake  raised  the  price  above  the  com¬ 
petitive  marginal  cost  for  a  period  of  years,  how  would  future  supply 
be  affected  ? 

d.  If  the  surplus  was  sold  abroad,  how  would  foreign  prices  be 
affected?  The  incomes  of  farmers  in  foreign  countries? 

e.  Do  you  think  it  possible  to  prevent  fluctuations  in  the  prices  of 
agricultural  products  by  governmental  price-fixing?  By  storing  sur¬ 
plus  from  years  in  which  crops  are  abundant  ? 


CHAPTER  XV 


DECREASING  COST 

The  Meaning  of  Decreasing  Cost.  When  the  conditions  con¬ 
trolling  the  production  of  any  good  are  such  that  an  increase 
in  the  output  of  the  entire,  industry  is  accompanied  by  a  de¬ 
crease  in  the  normal  expenses  of  production  incurred  by  the 
marginal  group  of  producers,  the  good  is  said  to  be  produced 
at  decreasing  cost.  Here,  as  in  the  two  preceding  chapters, 
we  are  dealing  with  the  effects  of  an  increase  in  output  upon 
the  entire  industry  rather  than  upon  a  single  plant  or  firm. 
It  is  often  possible  for  a  single  firm  or  plant  to  expand  its  out¬ 
put  at  constant  or  decreasing  total  unit  cost  when  an  attempt 
of  the  entire  industry  to  increase  production  would  be  accom¬ 
panied  by  increasing  cost  at  the  margin  of  production.  The 
expanding  firm  may  be  a  new  one  which  has  not  yet  acquired 
that  amount  of  the  variable  agents  for  combination  with  the 
fixed  agents  which  permits  the  least-cost  combination.  In 
this  case  the  management  —  that  is,  the  entrepreneurship  of 
the  proprietors  —  is  most  probably  the  fixed  factor.  In  agri¬ 
culture  it  often  happens  that  a  farmer  inherits,  buys,  or  leases 
a  farm  that  is  too  large  for  the  amounts  of  machinery,  live 
stock,  and  labor  that  he  can  combine  with  it.  His  land  is  the 
fixed,  underutilized  agent.  If  his  management  is  of  average 
quality  and  if  he  can  secure  capital  through  saving  or  through 
borrowing,  he  will  quickly  increase  the  variable  factors,  and 
the  total  unit  cost  of  producing  crops  on  this  farm  will  decline 
for  a  time.  It  will  decline  until  a  further  small  increment  of 
the  variable  agents  applied  to  the  fixed  agent  —  land  —  re¬ 
sults  in  an  additional  product  which  sells  for  just  enough  to 
pay  the  cost  of  the  increment  of  the  variables ;  that  is,  until 
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the  marginal  costs  of  the  principal  crops  grown  on  the  farm 
are  approximately  equal  to  their  normal  prices. 

But  it  is  never  possible  for  agricultural  production  as  a 
whole  to  expand  without  a  rise  in  marginal  cost  unless  its 
expansion  happens  to  be  accompanied  by  a  change  in  tech¬ 
nique  or  unless  the  expansion  takes  place  on  newly  discovered 
or  newly  opened  areas.  It  must  be  assumed  that  the  majority 
of  the  farmers  have  at  any  given  time  attained  the  combina¬ 
tion  of  the  agents  that  accompanies  the  lowest  total  unit  cost 

under  the  conditions  then  gov¬ 
erning  agricultural  production. 
If  they  had  not,  the  desire  for 
monetary  gain  would  lead  them 
all  to  expand  their  production, 
market  price  would  decline,  and 
the  industry  might  be  unprofit¬ 
able  for  a  time  for  a  majority  of 
those  engaged  in  it.  But  when 
those  who  were  least  able  to 
compete,  either  by  reason  of 
their  low  capacity  as  entrepre¬ 
neurs  or  by  reason  of  the  poor¬ 
ness  of  their  lands,  had  been  driven  to  other  occupations  or 
into  the  ranks  of  farm  laborers,  price  would  tend  to  rise  to  a 
figure  which  just  equated  the  supply  and  the  demand  for  agri¬ 
cultural  products.  Marginal  cost  would  agree  with  marginal 
demand  price. 

The  operation  of  the  principle  of  decreasing  cost  is  illus¬ 
trated  graphically  in  Fig.  21.  When  the  total  output  of  the 
industry  amounts  to  ON,  the  cost  of  production  for  marginal 
producers  is  NP ;  and  given  the  demand  schedule  represented 
by  the  curve  DD,  the  normal,  or  long-time  equilibrium,  price 
is  also  NP.  When  the  demand  increases  slowly  to  D'D',  out¬ 
put  increases  to  ON',  and  the  cost  of  production  for  marginal 
producers  declines  to  N'P',  which  replaces  NP  as  the  normal 
price  of  the  good.  Conversely,  when  the  demand  declines, 
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output  recedes  and  cost  rises.  By  drawing  a  line  to  connect 
P  and  P'  we  have  the  curve  CC,  which  represents  the  path 
along  which  costs  move  as  total  production  expands  and 
contracts. 

Causes  of  Decreasing  Cost.  It  has  already  been  explained 
that  increasing  cost  is  brought  about  by  the  operation  of  the 
law  of  diminishing  returns ;  that  when  the  conditions  giving 
rise  to  diminishing  returns  prevail  in  an  industry,  a  rise  in 
demand  is  accompanied  by  an  expansion  of  production  at  con¬ 
tinuously  rising  costs  of  production  for  the  entire  group  of 
firms  engaged  in  bringing  the  products  of  that  industry  to 
market.  There  is  a  presumption,  therefore,  that_de.creasing_. 
costs  will  be  found  in  those  industries  where  increasing  returns 
prevail  and  where  an  increase  in  demand  is  accompanied  by 
a  decline  in  normal  costs  of  production  for  all  producers. 

The  principle  of  diminishing  returns,  like  all  natural  laws, 
is  a  statement  of  the  effects  following  given  events  when  cer¬ 
tain  conditions  governing  the  events  are  present.  When  these 
conditions  are  not  present,  or  when  opposite  conditions  pre¬ 
vail,  the  effects  are  either  modified  or  reversed.  It  will  be 
recalled  that  the  conditions  under  which  diminishing  returns 
accompany  an  increase  of  the  output  of  an  industry  are  as 
follows :  (1)  a  fixed  agent  must  be  combined  with  increasing 
amounts  of  one  or  more  other  agents,  (2)  the  point  of  best 
combination  between  the  agents  must  have  been  attained, 
and  (3)  the  technique  of  the  industry  must  remain  the  same. 
Increasing  returns  can  be  found  only  when  one  or  more  of 
these  conditions  are  violated. 

If  the  factors  can  all  be  increased,  so  that  there  is  no  fixed 
factor,  additional  plants  can  be  established  as  the  demand  for 
the  product  increases,  and  in  each  of  these  plants  the  combi¬ 
nation  of  the  factors  can  be  as  good  as  in  the  plants  existing 
before  the  demand  increased.  If  the  first  condition  which  is 
necessary  for  the  operation  of  diminishing  returns  is  removed, 
the  agents  of  production  are  all  variables,  and  all  may  be  se¬ 
cured  at  constant  prices  by  the  entrepreneur.  Since  there  is  no 
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fixed  agent,  the  total  output  of  the  industry  can  be  expanded 
at  will  until  an  equilibrium  of  price  and  cost  is  attained  with¬ 
out  affecting  the  marginal  or  the  total  unit  costs  of  the  various 
plants  that  make  up  the  industry.  This  is  essentially  the 
condition  which  gives  rise  to  constant  cost. 

At  any  given  time  there  is  a  tendency  for  all  the  plants 
supplying  a  given  market  with  a  given  product  to  approach 
the  best  combination  of  the  agents  of  production.  At  any 
particular  time  not  all  the  plants  will  actually  be  found  in 
this  condition,  because  industry  is  at  present  dynamic  and 
change  follows  change  with  such  rapidity  that  some  of  the 
producers  fail  to  keep  up  with  the  advances  in  technique  which 
require  readjustments  in  the  combination  of  the  agents  of  pro¬ 
duction  ;  yet  in  the  long  run  all  plants  tend  to  adopt  the  new 
methods  and  all  tend  to  make  the  best  combination.  But  a 
change  in  the  total  market  demand  for  a  commodity  may  affect 
the  point  of  best  combination  of  the  agents  of  production  for  all 
the  plants  supplying  a  given  market.  The  classical  example 
of  effect  of  an  increase  in  demand  upon  the  combination 
of  the  agents  is  that  of  a  railroad  which  has  been  built 
through  a  new  and  industrially  undeveloped  territory.  The 
ideal  combination  of  the  agents  of  production  cannot,  in  a 
majority  of  cases,  be  made  when  the  road  is  first  constructed. 
If  there  is  to  be  any  road  at  all,  there  must  be  a  minimum 
investment  in  roadbed,  stations,  terminal  yards,  and  rolling 
stock.  Since  an  interchange  of  traffic  with  other  roads  running 
through  dense  traffic  areas  is  usually  necessary,  standard  sizes 
of  equipment  and  a  standard  gauge  for  the  roadbed  are  re¬ 
quired.  But  the  road  through  the  new  territory  cannot,  as  a 
rule,  find  enough  freight  to  fill  long  trains,  or  require  very  many 
trains.  In  either  case  the  capital  represented  by  the  way  and 
structures  will  not  be  utilized  to  capacity,  and  the  ideal  com¬ 
bination  between  this  capital  and  other  sorts  of  capital  and 
labor  cannot  be  made.  Yet  the  best  combination  possible  in 
view  of  the  existing  demand  of  shippers  and  technical  require¬ 
ments  is  made  when  only  a  few  trains  are  operated. 
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Now  let  it  be  supposed  that  the  demand  for  transportation 
increases  within  the  new  territory,  because  of  the  increase  of 
population,  the  development  of  agriculture,  and  the  building 
of  factories.  At  first  the  railroad  can  meet  this  increased  de¬ 
mand  by  operating  longer  trains.  It  will  only  need  to  buy 
additional  cars  and  hire  a  few  more  employees.  As  traffic 
develops  further,  new  engines  as  well  as  new  cars  will  be 
needed  and  more  laborers  of  all  sorts  will  have  to  be  employed. 
But  no  additions  need  be  made  to  way  and  structures,  al¬ 
though  the  cost  of  using  these  agents  will  rise  somewhat, 
because  of  larger  amounts  of  repairs  when  they  are  used  more 
intensively.  In  this  example  the  way  and  structures  may  be 
regarded  as  fixed  agents  of  production,  and  the  variables  of 
rolling  stock  and  labor  can  be  added  to  these  fixed  agents 
without  at  first  encountering  diminishing  returns.  As  traffic 
grows  denser,  diminishing  returns  will  appear  and  the  vari¬ 
able  cost  of  moving  goods  will  begin  to  rise.  But  because  the 
fixed  agents  need  not  be  increased,  total  unit  cost  will  con¬ 
tinue  to  decline  even  after  average  variable  cost  has  begun  to 
rise.1  The  decline  of  total  unit  cost  will  be  checked  when  the 
rising  variable  cost  comes  to  offset  the  decrease  in  the  per 
unit  expense  for  fixed  capital.  The  point  of  lowest  total  unit 
cost  will  be  reached  sometime,  and  at  that  point  it  will  be 
better  economy  for  the  road  to  lay  down  additional  trackage, 
provided  technical  conditions  are  such  that  it  can  do  so  with¬ 
out  increasing  the  fixed  expenses  too  greatly.  But  it  will 
not  be  economical  to  duplicate  the  existing  fixed  agents  if 
only  10  per  cent  excess  traffic  above  that  which  produces  the 
least-cost  combination  is  available. 

The  occurrence  of  decreasing  cost,  because  of  a  betterment 
of  the  combination  of  the  agents  of  production,  can  be  seen 
very  plainly  in  the  illustration  of  the  railroad  in  the  new  ter¬ 
ritory.  But  in  manufacturing  and  marketing,  although  the  con¬ 
ditions  which  make  possible  a  betterment  of  the  combination 

1  As  was  mentioned  above,  the  repairs  to  way  and  structures  will  increase  some¬ 
what  with  more  intensive  utilization. 


240 


PRINCIPLES  OF  ECONOMICS 


of  the  agents  may  be  present,  their  identification  is  more 
difficult.  A  typical  manufacturer  uses  many  more  sorts  of 
capital  goods  than  do  railroads,  and  his  equipment  is  much 
less  standardized.  The  problem  of  making  the  best  combina¬ 
tion  is  probably  more  difficult,  and  it  is  also  more  difficult 
to  discover  the  causes  of  variations  in  cost  of  production 
accompanying  an  expansion  of  the  market.  But  the  principle 
is  the  same  for  both  types  of  production.  Small  manufacturers 
cannot,  as  a  rule,  maintain  a  condition  in  which  every  in¬ 
dividual  piece  of  equipment  or  every  individual  employee 
works  with  exactly  the  best  amount  of  the  other  agents.  Fre¬ 
quently,  of  course,  failure  to  attain  the  best  combinations 
among  all  the  numerous  agents  must  be  charged  against  the 
efficiency  of  the  management.  But  very  often  even  the  most 
successful  producers  find  that  a  machine  cannot  be  employed 
constantly  at  the  sort  of  work  for  which  it  was  designed, 
because  the  technique  of  machine  design  and  of  manufacture 
has  not  developed  to  the  point  where  the  units  of  equipment 
can  be  varied  in  size  sufficiently  to  permit  the  ideally  best 
combination  to  be  made  in  all  different  sizes  of  plant  or  even 
in  the  most  economical  size  under  all  conditions  of  the  market. 

But  when  a  manufacturing  plant  grows  in  size,  it  is  often 
possible  to  increase  some  of  the  agents  without  increasing 
others,  or  without  increasing  them  in  the  same  proportion. 
What  happens  is  that  the  latter  type  of  agent  is  more  com¬ 
pletely  employed.  Again,  technical  experts  and  executives, 
whose  work  is  necessary  for  any  sort  of  efficient  production, 
may  not  be  fully  occupied  with  the  tasks  they  are  best  fitted 
to  perform,  and  an  increase  in  the  size  of  the  business  may 
bring  about  a  betterment  of  the  combination  of  their  services 
with  other  labor  and  with  the  physical  equipment.  Increasing 
returns  and  its  counterpart,  decreasing  cost,  may  accompany 
the  expansion  of  any  plant  when  better  combinations  of  the 
agents  of  production  can  be  made  as  the  size  of  the  plant 
expands.  When  the  expansion  of  the  total  market  is  accom¬ 
panied  by  a  betterment  of  the  combination  of  the  agents  of 
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production  in  marginal  plants,  the  entire  industry  will  operate 
at  decreasing  cost  until  the  fixed  agents  are  fully  utilized. 

The  similarity  of  the  effects  of  this  particular  cause  of  in¬ 
creasing  returns  and  decreasing  costs  in  manufacturing  and 
in  the  operation  of  railroads  involves  another  point.  Just 
as  it  would  be  impossible  for  the  manager  of  a  railroad  to 
go  on  indefinitely  making  better  and  better  combinations  be¬ 
tween  cars,  laborers,  etc.,  and  fixed  capital,  such  as  way  and 
structures,  so  it  is  likewise  impossible  for  a  manufacturer  to 
go  on  forever  making  better  combinations  within  a  single 
plant.  In  both  types  of  production  the  best  possible  com¬ 
binations  are  eventually  reached ;  and  if  the  product  is  to 
be  further  increased,  it  must  be  done  by  duplicating  all  the 
agents  —  by  building  new  plants. 

Decreasing  cost  arising  from  a  betterment  of  the  combina¬ 
tions  of  the  agents  of  production  is  of  very  infrequent  occur¬ 
rence  in  agriculture.  This  is  partly  due  to  the  fact  that  land 
can  be  divided  into  whatever  units  the  farmer  pleases  with¬ 
out  loss  of  the  contribution  which  natural  resources  make  to 
production.  Hence  it  is  relatively  easy  to  attain  the  best 
combination  of  land  and  other  factors.  Large  capital  invest¬ 
ments  in  machinery  and  in  power-producing  equipment  are 
uncommon,  and  the  difficulties  of  adapting  machines  to  the 
amount  of  work  required  are  not  very  great.  Very  little  of 
the  unused  productive  capacity  of  agricultural  machinery 
and  buildings  can  be  captured  by  increasing  the  size  of  the 
farm  or  by  expanding  the  output  of  all  agriculture.  This  is 
not  to  say  that  increasing  returns  from  improvements  in  the 
combination  of  the  agents  of  production  are  never  encoun¬ 
tered  in  the  production  of  raw  materials.  In  mining  and 
lumbering  the  principle  operates  at  certain  steps  in  production. 

The  third  condition  necessary  for  the  operation  of  the  prin-' 
ciple  of  diminishing  returns  is  stability  of  the  productive 
technique  of  the  industry  in  respect  to  (1)  inventions  of 
labor-saving  machinery  and  (2)  scientific  discoveries  that  re¬ 
duce  costs,  increase  the  supplies  of  materials,  or  enhance  the 
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utility  of  products.  It  is  admitted  that  if  these  changes  in 
technique  make  limited  agents  more  abundant,  more  pro¬ 
ductive,  or  easier  to  acquire,  the  variable  factors  may  be 
increased  without  resulting  in  diminishing  returns. 

At  this  point  we  must  distinguish  sharply  between  two 
sorts  of  change  in  technique.  In  the  first  place,  it  is  recog¬ 
nized  that  there  are  many  labor-saving  machines  and  proc¬ 
esses  of  high  efficiency  in  use  in  some  industries  that  cannot 
be  economically  employed  in  other  industries  because  the 
\scale  of  operations  of  the  latter  is  too  small;  that  is,  the 
demand  for  the  products  which  the  individual  firms  are  able 
to  reach  is  too  small  to  justify  the  use  of  large  and  expensive 
machinery,  the  employment  of  experts,  or  the  specialization 
of  labor.  In  small  towns  and  villages  the  mechanics  who 
repair  automobiles  cannot  employ  all  the  specialized  devices 
used  in  large  city  garages,  the  small  power  plant  cannot  make 
use  of  coal-crushers  and  automatic  stokers,  and  the  small  mer¬ 
chant  cannot  employ  expert  buyers.  But  these  improvements 
are  available  for  the  use  of  any  plant  or  shop  whose  market 
is  large  enough  to  afford  more  or  less  continuous  employment 
of  them ,  and  if  the  total  market  demand  within  the  reach  of 
the  small  concern  should  expand,  the  improved  methods  of  the 
larger  plant  would  be  introduced. 

An  important  concrete  example  of  the  possibility  of  adapt¬ 
ing  known  improvements  in  a  growing  industry  is  the  auto¬ 
mobile  industry  during  the  early  stages  of  its  development. 
When  the  plants  were  small,  many  of  the  semiautomatic 
machines  long  in  use  in  the  production  of  engines  and  ma¬ 
chinery  could  not  have  been  applied  to  making  cars.  But  it 
must  have  been  apparent  to  all  producers  that  these  labor- 
saving  devices  would  be  brought  into  play  in  the  automobile 
industry  if  the  demand  became  large  enough  to  justify  the 
expansion  of  the  small  plants  into  large  ones.1 


It  must  not  be  supposed  that  the  decline  in  the  cost  of  production  of  motor  cars 
is  entirely  ascribed  to  the  introduction  of  labor-saving  devices  developed  in  other  in¬ 
dustries,  since  it  is  well  known  that  in  many  plants  a  large  number  of  improvements 
previously  unthought  of,  that  is,  inventions,  have  been  used  to  cheapen  production 
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In  contrast  with  the  gradual  installation  of  improved  meth¬ 
ods  of  production  adapted  from  other  industries  are  true 
innovations.  The  former  type  of  change  in  technique  may 
be  called  adaptive  improvements  and  the  latter  simply  inven¬ 
tions.  From  a  technical  point  of  view  the  difference  between 
the  two  is  not  very  distinct,  since  it  is  probable  that  most 
improvements  brought  into  a  given  industry  from  other  in¬ 
dustries  must  be  modified  to  some  extent.  But  from  the 
point  of  view  of  economics  the  contrast  is  greater.  It  is 
common  practice  for  manufacturers  and  merchants  to  take 
into  account  the  savings  in  costs  that  they  could  make  if  it 
were  possible  for  them  to  expand  the  market  for  their  goods. 
It  is  also  possible  for  those  familiar  with  the  technical  require¬ 
ments  of  an  industry  to  predict  a  downward  course  of  costs 
for  an  entire  industry,  because  of  the  introduction  of  adaptive 
improvements,  when  they  are  certain  that  the  demand  for  the 
product  will  grow  steadily  in  the  future.  Inventions,  on  the 
other  hand,  cannot  be  predicted.  Hence  no  producer  can 
plan  for  increased  production  at  lower  cost  by  taking  account 
of  technical  changes  that  are  to  come  into  being  in  the  future. 

A  further  distinction  between  the  effects  of  adaptive  im¬ 
provements  and  inventions  is  brought  out  when  we  find  that 
the  latter  often  cheapen  the  cost  of  production  in  small  plants 
and  even  in  agriculture,  where  the  gains  from  increasing  the 
size  of  the  plant  (the  farm)  are  usually  insignificant.  Inven¬ 
tions  in  the  manufacture  of  steel  and  machinery  which  have 
reduced  the  farm  cost  of  producing  such  crops  as  wheat  did 
not  result  from  an  increase  in  demand  nor  were  they  always 
adaptable  only  on  the  larger  farms.  The  fall  in  cost  of  pro¬ 
duction  accompanying  these  improvements  is  attributable  to 
the  second  type  of  change  in  technique  —  namely,  invention. 
Very  often  inventions  have  come  during  a  period  when  the 
world  demand  for  farm  products  has  been  expanding,  but  it 
has  not  been  the  expanding  demand  which  was  their  proximate 
cause.  Had  there  been  no  growth  of  demand,  they  would 
probably  have  made  their  appearance  just  the  same. 
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Historical  Trend  of  Cost  and  Decreasing  Cost,  The  curve  CC 
in  Fig.  21  does  not  represent  the  trend  of  cost  of  production  for 
any  commodity  over  a  period  of  years.  The  cost  of  producing 
most  of  the  important  commodities  in  use  today  has  been 
affected  to  a  greater  or  less  extent  by  the  increased  com¬ 
mand  of  natural  resources  arising  from  invention  and  dis¬ 
covery.  In  a  majority  of  cases  the  inventions  which  make 
production  so  much  easier  and  life  so  much  more  comfort¬ 
able  than  it  was  a  century  ago  have  been  possible  only  be- 


a  b 

Fig.  22 

cause  of  the  advancement  of  our  knowledge  of  and  control 
over  the  material  world  that  has  taken  place  during  that  time. 

The  distinction  between  a  decline  in  cost  and  normal  price 
resulting  from  changes  in  technique  which  follow  from  an  ex¬ 
pansion  of  demand  alone  and  a  decline  which  follows  from 
changes  in  technique  dependent  upon  inventions  is  illustrated 
by  a  comparison  of  Figs.  21  and  22  a.  In  the  former,  demand 
as  represented  by  DD  has  increased  to  D'D',  and  at  the  same 
time  output  has  increased  from  ON  to  ON'.  In  consequence 
of  this  enlarged  market  the  expenses  of  production  of  the 
different  entrepreneurs  supplying  the  market  have  declined 
from  EE  to  E'E'.  As  the  demand  moved  upward,  the  entre¬ 
preneurs  were  able  to  enlarge  their  plants  and  to  secure 
economies  from  adaptive  improvements,  from  the  more  com- 
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plete  utilization  of  some  of  the  agents  of  production,  and  from 
the  greater  specialization  of  labor.  Better  combinations  of  the 
agents  have  been  made.  It  will  usually  be  found  under  these 
conditions  that  plants  have  become  larger  and  that  the  size 
of  the  business  unit,  as  distinct  from  the  size  of  the  physical 
plant,  has  also  increased. 

On  the  other  hand,  Fig.  22  a,  illustrates  the  consequences  of 
an  invention  which  reduces  cost  to  all  firms  and  which  does 
not  necessarily  require  for  its  adoption  an  increase  in  the  size 
of  the  plants  or  of  the  business  units.  Demand  has  not  in¬ 
creased,  and  yet  the  expenses  of  production  of  the  competing 
entrepreneurs  have  declined  from  EE  to  E'E',  total  production 
has  increased  from  OM  to  OM’,  and  normal  price  has  fallen 
from  MQ  to  M'Q'.  In  this  figure  the  curve  CC  represents  true 
decreasing  cost.  If  the  demand  should  expand,  entrepreneurs’ 
expenses  would  decline  along  CC,  since  the  industry  is  one  that 
permits  increasing  returns.  When  invention  has  reduced  costs, 
the  new  position  of  the  curve  representing  the  marginal  cost  of 
production  is  CC'  under  the  conditions  of  changed  technique. 
But  the  effect  of  the  invention  is  not  dependent  on  the  pres¬ 
ence  of  possibilities  for  increasing  returns  in  the  industry.  Fig. 
22  b  represents  an  industry  in  which  increasing  cost  prevails. 
If  an  invention  lowers  costs  from  CC  to  CC',  normal  price 
will  fall  from  MQ  to  M'Q',  as  in  22  a ;  but  at  any  given  stage 
of  technical  development  an  increase  in  demand  will  lead  to 
higher  and  not  lower  marginal  cost. 

In  a  survey  of  the  history  of  industry  we  cannot  actually 
separate  the  long-run  effects  of  better  combinations  of  capital 
and  labor  with  natural  resources  from  the  effects  of  invention. 
The  two  are  inextricably  entangled.  Large-scale  production, 
as  we  know  it,  would  scarcely  have  come  about  in  the  absence 
of  inventions.  But  when  once  an  invention,  such  as  the  gaso¬ 
line  engine,  has  been  made,  it  does  not  follow  that  it  will  be 
adapted  to  all  sorts  of  industry.  In  some  productive  processes 
the  steam  engine  is  more  economical,  and  in  others  the  electric 
motor.  In  still  others  artificial  power  cannot  be  used  at  all. 
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Whether  the  new  source  of  power  can  be  applied  depends  on 
technical  requirements.  It  also  depends  on  the  volume  of  de¬ 
mand.  In  the  latter  case  the  use  of  the  invention  must  await 
the  development  of  the  market. 

Yet  it  is  proper  to  make  a  distinction  between  increasing 
and  decreasing  costs  as  we  have  defined  them  and  the  actual 
trend  of  cost  over  a  long  period  of  time,  for  two  reasons.  First, 
the  principles  of  increasing  and  decreasing  cost  are  applicable 
to  problems  where  the  solution  depends  upon  the  combina¬ 
tion  of  the  factors  or  the  agents  of  production.  This  is  a 
problem  in  economics.  On  the  other  hand,  a  reduction  of  costs 
that  results  from  an  invention  is  a  problem  for  the  scientist, 
the  engineer,  or  the  inventor.  It  is  primarily  what  is  called  a 
technical  problem,  and  not  one  of  economics  or  business. 

In  the  second  place,  the  effects  of  increasing  and  decreasing 
returns  and  their  correlatives,  decreasing  and  increasing  costs, 
are  principles  that  can  be  applied  in  purely  entrepreneurial 
decisions.  How  much  to  produce,  the  combination  of  the  fac¬ 
tors  to  use,  and  what  costs  and  prices  will  be  for  different 
amounts  of  output  are  all  managerial  problems.  But  the 
question  of  the  proper  machinery  and  the  possibility  of  im¬ 
proving  it  by  new  devices  are  engineering  problems.  They 
become  economic  or  business  problems  only  after  the  techni¬ 
cal  stage  has  been  passed ;  that  is,  after  it  has  been  demon¬ 
strated  that  the  new  devices  can  aid  in  performing  certain 
productive  operations.  Then  the  question  becomes  one  of 
costs  and  prices  —  whether  the  new  machine  can  do  the 
work  more  cheaply  than  it  can  be  done  by  old  methods. 

Decreasing  Cost  and  Restricted  Competition.  If  the  econo¬ 
mies  of  large-scale  production  are  very  great,  it  may  happen 
that  only  one  firm  can  find  a  place  in  a  market  at  the  lowest 
possible  unit  cost.  If  the  field  is  divided  among  several  firms, 
the  scale  of  operations  of  each  does  not  enable  it  to  reduce 
costs  to  the  lowest  possible  figure.  But  if  it  happens  that 
there  are  two  or  more  competitors,  either  competition  by 
price-cutting  will  force  all  but  one  of  them  into  bankruptcy 
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and  leave  the  field  to  a  single  producer,  or  an  agreement  be¬ 
tween  the  competitors  to  divide  the  market  will  be  reached 
and  price  will  be  arbitrarily  set  at  some  figure  above  the 
lowest  possible  unit  cost.  None  of  the  members  of  this  com¬ 
bination  will  be  able  to  produce  at  a  cost  as  low  as  if  one  of 
them  occupied  the  field  alone.  Since  a  combination  is  in  exist¬ 
ence,  it  is  quite  likely  that  a  monopoly  price  will  be  charged 
consumers  which  is  somewhat  above  the  cost  of  any  producer. 

On  the  other  hand,  it  is  conceivable  that  the  price  will  be  just 
high  enough  to  enable  the  least  efficient  member  of  the  combi¬ 
nation  to  earn  only  his  expenses  of  production. 

But  whatever  the  terms  of  the  agreement,  the  resulting  //£ 
prices  are  likely  to  be  unstable.  Each  member  can  increase 
his  gains  by  enlarging  his  output  if  he  can  escape  competitive 
price-cutting.  Hence  there  is  a  tendency  for  each  seller  to 
seek  to  acquire  a  larger  proportion  of  the  market  by  surrepti¬ 
tiously  making  concessions  to  buyers.  As  any  one  of  them  en¬ 
larges  his  output,  his  costs  will  decline.  This  usually  leads  in 
the  long  run  to  an  outbreak  of  open  competition,  elimination 
of  the  weaker  members  of  the  combination,  and  a  new  combi¬ 
nation  with  different  arrangements  in  regard  to  price.  We 
conclude,  then,  that  when  the  market  will  accommodate  only 
one  producer,  there  is  no  stable  equilibrium  price  as  long  as 
more  than  one  seller  remains  in  the  field.  If  one  producer  does 
succeed  in  gaining  entire  control,  he  will  usually  behave  as  a 
monopolist  and  raise  price  above  cost  of  production. 

Increasing  returns  do  not  continue  indefinitely  as  a  given 
firm  grows  in  size.  Whether  the  best  size  will  be  reached 
before  one  concern  alone  supplies  the  entire  market  depends 
on  (1)  the  size  of  the  market,  (2)  its  homogeneity,  and  (3)  the 
extent  of  the  gains  arising  from  the  operation  of  increasing 
returns.  The  application  of  the  first  and  the  last  conditions 
to  the  discussion  in  hand  are  easily  understood  from  previous 
explanations,  but  the  second  must  be  considered  further. 

We  have  already  seen  that  a  market  may  be  entirely 
homogeneous  as  far  as  the  sellers  are  concerned;  that  is, 
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each  seller  has  substantially  the  same  advantages  in  supply¬ 
ing  all  parts  of  the  market  area  and  all  the  buyers  in  that 
area  as  any  other  seller.  On  the  other  hand,  each  seller  may 
be  able  to  reach  the  entire  market,  but  some  parts  will  be 
more  accessible  to  him  than  others.  Each  will  have  a  partly 
sheltered  area  or  a  special  clientele  within  which  competition 
from  other  sellers  does  not  operate  as  sharply  as  it  does  if  he 
goes  outside  this  advantageous  zone.  Furthermore,  the  cost 
of  ousting  competitors  from  their  favored  areas  may  exceed 
the  gains  that  would  come  to  any  single  firm  from  increasing 
returns  due  to  enlarged  output.  These  costs  are  likely  to  in¬ 
clude  added  charges  for  transportation,  advertising,  special 
concessions  such  as  more  liberal  credits,  and  minor  modifica¬ 
tions  of  the  good  sold.  Hence  while  there  is  competition 
throughout  the  entire  market,  it  is  potential  rather  than  actual 
in  many  areas.  Only  where  the  sheltered  areas  of  different 
producers  overlap  or  border  on  each  other  or  in  areas  not  yet 
definitely  annexed  to  any  producer  will  actual  competition 
prevail. 

But  if  the  entire  market  expands,  if  the  demand  for  the 
product  grows,  each  producer’s  market  will  also  expand  and 
as  a  consequence  costs  will  decline.  The  growth  in  size  of  the 
individual  establishments  allows  adaptive  improvements  to  be 
introduced  and  results  in  stimulating  the  producers  of  equip¬ 
ment  and  materials  used  in  the  industry  to  further  specializa¬ 
tion  and  reduction  of  cost. 

Decreasing  Cost  and  the  Incidence  of  New  Unit  Costs.  If  an 
industry  is  operating  at  decreasing  cost,  any  circumstance 
that  measurably  decreases  the  volume  of  production  will  force 
costs  to  a  higher  level.  Obviously  a  decline  in  the  demand  for 
the  products  of  the  industry  will  also  have  this  effect.  When 
a  new  unit  cost,  such  as  a  tax  or  a  rise  in  the  price  of  raw  ma¬ 
terial,  forces  the  plants  to  reduce  output,  the  total  unit  cost 
will  rise  by  more  than  the  amount  of  the  new  cost.  In  Fig.  23 
we  have  assumed  that  the  new  or  added  cost  pushed  the  curve 
of  costs  from  its  original  position  of  CC  to  C'C'.  Under  the 
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original  condition  marginal  producers  could  put  the  good  on 
the  market  at  a  total  unit  expense  of  NP.  But  when  the  new 
cost  has  been  added,  they  must  ask  a  price  that  exceeds  NP 
by  PQ.  Consumers  will  refuse  to  buy  ON  units  at  this  price, 
the  output  of  the  industry  will  be  curtailed,  and  total  unit 
cost  will  rise  by  rP',  which  is  greater  than  PQ  by  rl.  The  ex¬ 
planation  of  this  disproportion  between  the  new  additional 
cost  and  the  rise  in  total  unit  cost  is  found  in  the  fact  that  the 
producers  must  now  give  up  some  of  the  economies  of  large- 
scale  production  which  they  had 
previously  employed. 

Any  reduction  of  unit  expense 
caused  by  any  condition  other 
than  the  operation  of  decreasing 
cost  itself  will  tend  to  reduce 
costs  in  an  industry  where  de¬ 
creasing  cost  prevails  to  a  figure 
that  is  lower  than  the  old  costs 
by  more  than  the  reduction  of 
unit  expense.  This  is  the  con¬ 
verse  of  the  preceding  proposi¬ 
tion.  The  reduction  of  expenses 
enables  the  producers  to  put  the  good  on  the  market  at  a  lower 
price,  more  is  purchased,  the  industry  expands,  and  costs  fall 
still  farther.  By  experimenting  with  figures  similar  to  Fig.  23 
the  reader  can  determine  just  how  far  the  costs  would  decline 
with  any  given  assumption  as  to  the  rate  at  which  decreasing 
cost  takes  place. 

Increasing  and  Decreasing  Cost  Compared.  Fn  the  absence 
of  inventions  and  discoveries  a  growth  of  demand  for  the 
products  of  the  earth  is  met  by  an  ever-increasing  difficulty 
of  production.  Hence  there  is  a  constant  tendency  for  foods 
and  raw  materials  to  become  more  costly  in  terms  of  the 
disutilities  of  labor  and  waiting.  On  the  other  hand,  the 
process  of  working  up  these  goods  into  finished  forms  and  of 
transporting  both  raw  materials  and  finished  goods  has  been 
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accompanied  during  the  past  century  and  more  by  economies 
of  large-scale  production.  The  finished  good  which  is  thus 
brought  to  the  consumer  consists  of  utilities  embodied  in  it 
as  a  product  of  nature  and  of  utilities  conferred  on  the  raw 
material  by  men  and  machines  in  the  factory,  by  transpor¬ 
tation,  and  by  the  various  agencies  of  the  market  organiza¬ 
tion.  In  the  first  of  these  operations  increasing  cost  is  the 
normal  tendency ;  in  the  latter,  decreasing  cost  has  been  the 
rule.  It  is  therefore  inaccurate  to  say  that  certain  types  of 
finished  goods  are  produced  at  increasing  cost  while  others 
are  produced  at  decreasing  cost.  In  the  absence  of  inventions 
the  raw  material  of  the  highly  fabricated  article  just  as  well 
as  the  raw  material  of  the  least  modified  article  must  be  pro¬ 
duced  at  increasing  cost.  There  is,  however,  this  difference. 
The  highly  fabricated  commodity  owes  its  value  chiefly  to 
manufacture,  and  in  manufacturing  the  gains  from  decreasing 
cost  are  likely  to  be  prominent.  Such  goods  tend,  therefore, 
to  fall  in  cost  as  demand  for  them  grows.  For  the  products  of 
farms,  mines,  and  forests,  which  come  to  us  without  much 
modification,  the  tendency,  for  the  most  part,  is  just  the 
reverse. 

In  the  case  of  the  manufactured  article  it  is  sometimes  true 
that  the  effect  of  increasing  cost  in  the  extractive  industries 
is  counteracted  by  the  operation  of  decreasing  cost  in  the 
factory.  But  it  is  significant  for  the  solution  of  such  public 
questions  as  the  control  of  immigration  that  the  two  tend¬ 
encies  should  be  seen  in  proper  relation  to  each  other.  There 
is  no  escape  from  the  effects  of  the  law  of  diminishing  returns 
except  through  constant  improvement  in  technique.  Decreas¬ 
ing  cost,  as  explained  in  this  discussion,  is  a  mere  palliative. 
As  new  industries  rise,  we  are  astonished  at  the  reduction  of 
expense  that  the  growth  in  the  scale  of  production  makes  pos¬ 
sible.  Yet  such  industries  settle  down,  after  a  longer  or  shorter 
period  of  time,  to  an  even  gait.  When  they  have  attained 
a  size  that  permits  all  producers  to  introduce  the  best  avail¬ 
able  mechanical  devices  and  the  highest  appropriate  degree  of 
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specialization,  no  further  marked  reduction  in  expense  is  pos¬ 
sible.  But  if  the  demand  for  the  product  goes  on  increasing, 
the  raw  materials  must  be  won  from  nature  under  more  and 
more  unfavorable  conditions,  and  costs  tend  to  rise. 

The  resources  of  the  United  States  support  at  the  present 
time  a  population  of  more  than  one  hundred  and  seventeen 
millions.  The  average  productivity  of  this  population  is  with¬ 
out  doubt  much  higher  than  it  was  fifty  years  ago ;  it  is  higher 
than  it  was  at  the  beginning  of  this  century.  A  part  of  this 
added  productivity  is  due  to  economies  of  large-scale  opera¬ 
tion.  A  large  share  is  also  due  to  improvements  in  technique 
and  to  the  discovery  and  utilization  of  some  of  the  richest  mines 
and  the  best  agricultural  areas  in  the  world.  These  resources 
cannot,  as  far  as  present  knowledge  goes,  be  duplicated.  More¬ 
over,  one  cannot  with  safety  predict  another  century  of  scien¬ 
tific  discoveries  such  as  that  through  which  we  have  just  passed. 
We  can,  on  the  other  hand,  predict  with  assurance  the  work¬ 
ing  of  diminishing  returns.  Hence  those  who  desire  a  further 
rapid  increase  of  population  in  this  country  must  either  rely 
blindly  upon  future  improvements  to  keep  productivity  up  to 
its  present  level  or  they  must  accept  as  the  consequence  of  the 
policy  they  advocate  a  reduction  in  the  standard  of  living. 


STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 


1.  It  has  been  contended  that  the  process  of  manufacturing  any 
good  is  subject  to  an  indefinite  reduction  of  cost,  provided  the  demand 
continues  to  expand  indefinitely  so  that  output  may  likewise  expand. 
Show  that  this  statement  cannot  be  defended. 

2.  In  1910  industry  X  was  very  inefficiently  carried  on :  the  labor 
supply  was  poor,  equipment  was  out  of  date,  managers  were  hope¬ 
lessly  behind  the  management  of  other  industries.  In  1910  Mr.  Jones 
entered  the  industry  and  established  an  up-to-date  plant.  Others 
were  compelled  to  follow  his  lead,  and  costs  fell.  As  a  result  demand 
for  the  product  increased  and  sales  doubled.  Since  1910  the  indus¬ 
try  has  constantly  operated  at  decreasing  cost.”  Is  this  reasoning 
correct  ? 


252 


PRINCIPLES  OF  ECONOMICS 


3.  "The  manufacture  of  automobiles  is  a  business  of  decreasing  cost. 
Users  of  motor  cars  are  not,  therefore,  affected  by  the  fact  that  wages 
of  workers  in  that  industry  have  risen.  Since  the  industry  operates  at 
decreasing  cost,  the  managers  can  always  find  some  new  way  of  cutting 
other  costs ;  the  increased  wages  bill  will  be  met  by  the  industry  it¬ 
self."  Is  decreasing  cost  correctly  defined  in  this  statement?  Is  it 
likely  that  increased  wages  could  always  be  met  in  this  manner  ? 

4.  It  is  said  that  decreasing  cost  cannot  be  of  very  much  importance 
in  agriculture  because  farming  operations  are  usually  scattered  over  a 
very  much  greater  area  than  is  a  manufacturing  plant  employing  the 
same  number  of  men.  It  is  also  said  that  decreasing  cost  cannot  pre¬ 
vail  in  agriculture  because  the  economies  of  large-scale  production 
cannot  be  obtained.  Do  you  agree  with  these  statements?  What  is 
y  >wn  conclusion  as  to  absence  of  decreasing  cost  in  agriculture? 


u 5 .  When  an  industry  expands,  it  usually  changes  its  methods  of 
doing  work,  and  it  usually  introduces  some  new  machinery.  Do 
these  changes  amount  to  a  "change  in  technique”  comparable  to 
an  invention? 


CHAPTER  XVI 

MONOPOLY  PRICE 


The  Meaning  of  Monopoly.  A  monopoly  is  said  to  exist 
whenever  there  is  present  a  unified  control  of  the  supply  of 
any  commodity  or  service.  If  a  single  individual  owns  all  the 
stock  of  any  good,  he  has  a  monopoly  of  it.  If  he  offers  any 
part  of  the  stock  for  sale,  he  can  set  any  price  he  pleases  on  it 
without  fear  of  underbidding  by  a  competitor.  This  is  a 
seller’s  monopoly.  It  is  also  possible  that  a  buyer’s  monopoly 
may  exist.  As  far  as  consumers’  goods  are  concerned,  it  is 
quite  unlikely  that  there  would  be  only  one  person,  or  group 
of  persons  acting  together,  who  could  control  the  demand. 

It  sometimes  happens,  however,  that  there  will  be  only  one  or 
a  few  buyers  for  a  producers’  good  or  raw  material.  In  these 
instances  we  may  find  what  practically  amounts  to  a  buyer  s 

monopoly.  , 

The  object  of  monopoly  is  usually  the  control  of  price  for 
the  benefit  of  the  monopolist,  although  a  governmental  mo-  ^ 
nopoly  (the  post  office,  for  example)  may  exist  for  reasons 
quite  apart  from  profit-making.  In  this  chapter  we  are  con¬ 
cerned  with  private  or  profit-seeking  monopolies  and  their 
relation  to  the  general  subject  of  price-making.  A  seller’s 
monopoly  makes  a  profit  by  selling  goods  at  prices  that  exceed 
marginal  cost  of  production ;  a  buyer’s  monopoly,  by  buying 
at  prices  below  the  competitive  level.  We  may  now  complete 
the  definition  of  monopoly.  A  monopoly  exists  when  a  person 
or  group  of  persons  can  exercise  sufficient  control  over  either 
the  supply  or  the  demand  for  a  good  to  enable  them,  under 
the  conditions  of  the  market,  to  determine  its  price  in  their 
own  interest.  A  governmental  board  may  determine  the  pi  ice 
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at  which  a  power  company  sells  electric  current,  but  they  do 
not  do  so  in  their  own  interest  and  are  therefore  no  monopoly. 
It  may  be  objected  to  the  definition  that,  since  both  demand 
and  supply  determine  price,  the  monopolist  who  controls 
supply  or  demand  cannot  alone  set  a  price  on  the  article  he 
sells  or  buys.  This  is  true ;  and  therefore  we  must  assume 
that  the  demand  or  the  supply  is  given,  or,  as  stated  in  the 
definition,  that  the  monopoly  operates  "under  the  conditions 
of  the  market.” 

In  the  discussion  of  normal  value  we  have  noted  that  goods 
do  not  always  sell  for  prices  exactly  equal  to  costs  of  produc- 
tion.  The  discrepancies  between  price  and  cost  are  due  partly 
to  the  inability  of  sellers  to  foresee  the  future  relations  of 
demand  and  supply  and  partly  to  hindrances  to  free  com¬ 
petition.  But  we  have  also  seen  that  these  hindrances  are  for 
the  most  part  temporary,  and  that  in  the  determination  of 
normal  price  they  are  minor  factors  compared  with  cost.  Price, 
we  have  said,  tends  constantly  to  seek  cost  as  a  point  of  stable 
equilibrium  in  spite  of  the  fact  that  dealers  and  producers 
frequently  attempt  to  prevent  it  from  falling  to  the  cost  level. 
IjLJthe  case  of  complete  economic  monopoly,  however,  the 
supply  must  be  so  controlled  that  the  seller  can  put  on  the 
market  any  amount  of  goods  he  pleases. 

The  term  "partial  monopoly”  is  sometimes  used  to  desig¬ 
nate  those  cases  in  which  the  seller  or  sellers  do  not  have 
complete  control  of  supply,  but  are  able  to  restrict  it  to  some 
extent.  For  example,  one  large  producer  might  be  able  to  put 
on  the  market  75  per  cent  of  the  entire  output  of  an  industry. 
In  this  case  he  might  exercise  enough  influence  on  the  supply 
to  keep  price  well  above  the  level  of  cost.  Other  producers 
would,  of  course,  be  entirely  willing  to  sell  at  high  prices. 
The  difficulty  of  maintaining  such  a  partial  monopoly  arises 
from  the  tendency  of  the  minor  producers  to  expand  their 
output  and  thus  cause  prices  to  fall  below  the  level  set  by  the 
large  producer ;  yet  this  tendency  is  frequently  controlled  to 
some  extent  by  the  fear  that  the  large  seller  may  cut  prices 
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below  costs  in  an  effort  to  ruin  his  competitors  or  to  bring 
them  back  into  line.  It  is  also  held  in  check  by  the  inability 
of  the  smaller  producers  to  reach  the  principal  markets  of  the 
large  seller,  by  their  inability  to  secure  raw  materials  or 
capital,  and  by  mere  inertia. 

The  Theory  of  Monopoly  Price.  If  the  demand  for  a  com¬ 
modity  is  fixed,  its  price  depends  upon  the  amount  put  on 
the  market.  It  is  this  principle  that  the  monopolist  must 
use  in  his  control  of  price.  He  cannot  force  buyers  to  pay 
higher  prices  for  a  given  amount 
of  a  good  than  can  any  number 
of  competing  sellers.  He  must 
therefore  limit  supply  in  order 
to  raise  price.  In  Fig.  24,  if  ON 
units  of  a  given  commodity  the 
demand  for  which  is  represented 
by  DD  are  thrown  on  the  mar¬ 
ket,  they  will  sell  for  a  price  of 
NP.  Since  the  cost  of  the  sup¬ 
ply,  ON,  as  shown  by  CC,  is 
likewise  NP,  it  follows  that  NP 
is  the  competitive  price  and  ON 
is  the  amount  that  will  be  offered  if  free  competition  prevails. 

Now,  since  the  monopolist  is  interested  in  gains  arising 
from  an  excess  of  price  over  costs,  he  will  not  offer  as  much 
as  ON  units  for  sale.  How  much  will  he  offer  ?  Clearly,  since 
the  monopoly  is  maintained  for  profit,  he  will  put  on  the 
market  that  supply  which  will  afford  him  the  maximum  excess 
above  his  cost  of  production.  This  excess  is  determined  by 
two  factors:  (1)  the  amount  sold  and  (2)  the  difference 
between  cost  and  price.  A  very  small  amount  will  sell  for  a 
price  that  greatly  exceeds  cost,  but  the  total  amount  of  the  ' 
excess  —  the  pure  monopoly  revenue  —  will  be  very  small. 
On  the  other  hand,  an  amount  nearly  equal  to  ON  can  only 
be  disposed  of  at  a  price  that  leaves  very  little  monopoly 
gain  on  each  unit  sold.  Neither  a  very  small  amount  nor  an 
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amount  nearly  equal  to  ON  would  give  the  monopolist  the 
maximum  monopoly  revenue.  The  point  of  maximum  rev¬ 
enue  is  found  when  the  product  of  the  number  of  units  sold 
by  the  monopoly  profit  per  unit  is  a  maximum.  In  Fig.  24 
this  point  is  reached  when  the  amount  offered  for  sale  is  ON' 
and  the  price  is  N'P'.  The  profit  per  unit  is  then  qP',  and  the 
total  monopoly  revenue,  or  profit,  is  IrP'q.  The  same  prin¬ 
ciple  is  illustrated  in  the  arithmetical  example  in  Table  XI. 

Table  XI 


Number  of  Units  Sold 

Price 
per  Unit 

Cost 
per  Unit 

Monopoly 
Profit 
per  Unit 

Total 

Monopoly 

Revenue 

20 . 

$3.75 

$4.00 

30 . 

3.50 

3.60 

40 . 

3.25 

3.25 

50 . 

3.00 

2.75 

$0.25 

$12.50 

60 . 

2.80 

2.50 

0.30 

18.00 

70 . 

2.65 

2.32 

0.33 

23.10 

80 . 

2.50 

2.20 

0.30 

24.00 

90 . 

2.35 

2.15 

0.20 

18.00 

100 . 

2.20 

2.10 

0.10 

10.00 

110 . 

2.05 

2.05 

120 . 

1.90 

2.00 

Since  the  good  is  produced  at  decreasing  cost,  a  small 
supply  cannot  be  economically  marketed ;  but  as  the  output 
of  the  industry  is  increased,  the  cost  falls  faster  than  the 
demand  price,  and  when  70  units  are  offered,  the  maximum 
difference  between  price  and  cost  per  unit  appears.  However, 
this  is  not  the  amount  which  will  yield  the  largest  monopoly 
revenue,  for  although  the  monopoly  profit  on  each  unit  sold  is 
less  when  80  units  are  supplied,  the  added  sales  more  than  off¬ 
set  the  decline  in  profit  per  unit.  When  more  than  80  units  are 
supplied,  the  decline  in  profit  per  unit  outweighs  the  increased 
number  of  units  upon  which  the  profit  is  realized.  We  find, 
then,  that  when  a  supply  of  80  is  sold  at  a  price  of  $2.50  the 
monopolist’s  revenue  is  at  a  maximum. 

Decreasing  cost  has  been  assumed  both  in  Fig.  24  and  in 
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the  arithmetical  example.  If  constant  or  increasing  cost  pre¬ 
vailed  in  the  monopolized  industry,  the  point  of  maximum 
monopoly  revenue  would  be  determined  in  precisely  the  same 
manner ;  but  the  supplies  that  would  yield  the  maximum 
would  in  all  probability  not  be  the  same  as  if  the  industry 
operated  at  decreasing  cost,  even  though  the  demand  curves 
were  identical  in  all  three  cases. 

In  the  actual  conduct  of  a  monopoly  the  point  of  maximum 
revenue  can  be  determined  only  by  trial  and  error;  for, 
although  the  variations  of  cost  with  output  may  be  known, 
the  market  demand  schedule  is  not  ascertainable  with 
any  considerable  accuracy.  Moreover,  demand  is  seldom 
stable  through  a  period  of  time ;  and  even  though  the  point 
of  maximum  revenue  were  accurately  located,  it  might  easily 
be  changed  as  new  commodities  came  on  the  market  or  as 
the  consumption  habits  of  the  people  were  altered  by  educa¬ 
tion,  the  growth  of  industry,  and  many  other  environmental 
conditions. 

The  Causes  of  Monopoly.  The  source  of  monopoly  power  is, 
as  has  been  said,  control  of  supply  or,  in  rarer  cases,  demand. 

In  a  majority  of  productive  enterprises  the  opportunity  for 
competition  is  such  that  no  single  firm  or  group  of  firms  can 
get  control  of  the  entire  output.  We  find  only  a  few  complete 
monopolies  in  private  hands.  In  the  first  place,  we  find  that 
in  a  majority  of  cities  only  one  public  utility  of  a  given  type 
is  allowed  by  law.  Public  convenience  is  better  served  by  \ 
unified  systems  than  by  competing  telephone,  water,  gas,  and 
street-car  systems.  Unified  systems  are  also  likely  to  operate 
at  a  lower  cost  than  are  competing  systems.  This  is  true  be¬ 
cause  so  much  of  the  investment  of  any  public  utility  is  in  its 
trackage  or  in  its  distributive  system  of  conduits,  pipes,  and 
wires.  If  competition  is  to  operate  at  all,  there  must  be  at 
least  two  complete  distributive  systems  for  water,  gas,  and 
electricity  or  two  systems  of  tracks  serving  the  consumers  in 
each  area.  But  population  is  hardly  ever  dense  enough  to 
make  possible  the  economical  utilization  of  more  than  one 


258 


PRINCIPLES  OF  ECONOMICS 


system  of  distribution.  For  both  reasons  —  greater  convenience 
and  lower  costs  —  public  utilities  are  usually  given  exclusive, 
or  monopolistic,  rights  by  law. 

Public-utility  monopolies  are  always  subject  to  public  regu¬ 
lation.  They  are  not  allowed  to  charge  more  than  the  price 
that  will  yield  a  fair  return  on  the  value  of  the  property  de¬ 
voted  to  the  use  of  the  public.  It  follows  that  if  the  regulation 
is  effective,  the  savings  due  to  the  unified  service  go  to  the 
users  of  the  service  and  not  to  the  investors  in  the  property. 

Patents  and  copyrights  give  rise  to  another  type  of  legal 
monopoly.  The  inventor  is  given  the  exclusive  right  to 
manufacture,  sell,  and  use  his  invention,  and  this  right  is 
transferable  to  others.  Like  the  exclusive  right  to  operate  a 
public  utility,  the  legal  monopolies  of  invention  and  copyright 
are  granted  for  the  benefit  of  the  public.  The  right  of  patent, 
it  is  assumed,  will  stimulate  men  to  contrive  improved  ma¬ 
chines,  tools,  and  methods  of  doing  work  j  the  copyright 
monopoly  is  supposed  to  encourage  authorship  and  scientific 
investigation.  In  both  cases  the  public  at  large  is  the  ulti¬ 
mate  recipient  of  the  benefits  through  cheaper  goods,  improved 

services,  good  literature,  and  the  dissemination  of  scientific 
knowledge. 


Monopolies  may  also  be  due  to  the  exclusive  ownership  of 
scarce  natural  resources.  Thus  the  De  Beers  company  main¬ 
tained  for  many  years  an  almost  complete  monopoly  of  the 
annual  new  supply  of  diamonds  by  reason  of  its  control  of  the 
mines  m  the  Kimberley  district  of  South  Africa  It  is  ap¬ 
parent  that  aside  from  exclusive  rights,  such  as  patents  and 
ranchises,  the  surest  method  of  obtaining  monopoly  control 
is  the  ownership  of  all  the  natural  resources  from  which  a  good 
is  (derived  But  the  realization  that  this  is  true  and  the  pos¬ 
sibility  of  acquiring  such  ownership  are  two  very  different 
mgs.  Sometimes  a  would-be  monopolist  supposes  that  he 
has  cornered  the  sources  of  supply  only  to  discover  later  that 
equally  good  or  better  sources  in  the  hands  of  others  are  only 
awaiting  development.  Or  having  acquired  the  sources  of 
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supply  of  one  commodity,  he  discovers  that  a  very  small  rise 
in  its  price  brings  forth  a  substitute.  Finally,  not  only  are 
there  difficulties  in  the  way  of  acquiring  complete  control, 
but  also  the  control  may  be  rendered  valueless  by  the  fact  that 
centralized  management  is  inefficient.  It  is  barely  possible 
that  all  the  coal  mines  in  the  United  States  could  be  brought 
under  the  ownership  of  one  corporation,  but  it  is  doubtful  if 
this  corporation  could  successfully  operate  the  mines  after  it 
had  acquired  them. 

When  an  industry  is  operated  under  conditions  of  decreas-  d 
ing  cost  and  when  the  gains  of  progressive  improvement  in 
the  industry  are  great,  there  is  a  tendency,  as  we  have  seen, 
for  the  largest  producer  to  drive  out  his  competitors.  When 
this  is  the  case  a  temporary  monopoly  based  on  efficiency  is 
theoretically  possible.  Yet  such  attempts  at  monopoly  prac¬ 
tically  never  achieve  complete  dominance,  and  when  they  do 
approach  that  point  their  tenure  is  usually  brief.  The  indus¬ 
try  eventually  reaches  a  stage  where  gains  from  increasing  size 
come  less  rapidly,  and  where  losses  from  unwieldiness  of  the 
organization  more  than  offset  the  gains,  and  competition  re¬ 
appears. 

The  possibility  of  profit  from  a  monopoly  of  any  widely 
used  good  or  of  any  essential  service  is  so  obvious  that  one 
might  suppose  that  all  the  dealers  or  producers  would  by 
common  consent  unite  in  a  combine  to  control  the  supply  of 
the  product  they  sell.  The  reasons  that  such  combinations 
are  not  more  common  or  that  the  numerous  attempts  to  form 
them  are  not  more  successful  are  to  be  found  in  certain  human 
traits  as  well  as  in  the  conditions  of  the  external  world.  Pools 
and  other  sorts  of  combine  break  down  because  they  are  un¬ 
able  to  prevent  their  members  from  expanding  the  supply  of 
the  commodity  they  seek  to  monopolize.  When  prices  rise, 
there  are  always  some  producers  who  are  willing  to  disregard 
ultimate  gain  for  the  sake  of  temporary  advantage.  Outside 
competition  can  be  fought  by  discriminatory  price-cutting 
and  other  unfair  methods  if  there  are  no  legal  restraints; 
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yet  combinations  based  solely  on  the  mere  getting  together 
of  all  the  producers  have  not  been  permanently  successful 
in  preventing  the  intrusion  of  outsiders.  The  fear  of  legal 
regulation  and  of  public  opinion  likewise  prevents  such  com¬ 
binations  from  raising  prices  much  above  the  competitive 
level,  and  thus  deprives  them  of  much  of  the  advantage  to 
be  gained  from  combination. 

Limited  Competition.  In  Fig.  24,  N'P'  represents  the  monop¬ 
oly  price  and  NP  the  price  that  would  prevail  if  competition 
worked  with  faultless  precision.  In  the  preceding  sections  of 
this  and  other  chapters  we  have  frequently  seen  that  a  certain 
amount  of  restraint  of  competition  might  force  prices  above 
the  competitive  level  and  yet  not  so  high  as  the  true  monop¬ 
oly  price.  It  has  also  been  shown  that  the  degree  to  which 
price  can  be  forced  above  the  competitive  level  will  depend 
upon  the  extent  to  which  supply  can  be  restricted.  The  effect 
of  restraints  of  competition  on  price  will  therefore  depend 
upon  the  extent  to  which  supply  is  curtailed.  Since  we  are 
discussing  normal  price,  and  since  we  have  assumed  that 
business  men  are  motivated  by  a  desire  for  profit,  we  may  con¬ 
clude  further  that  the  effect  of  these  restraints  will  depend 
upon  the  calculations  made  by  all  the  producers  and  by  poten¬ 
tial  competitors  as  to  the  most  profitable  use  of  land,  labor, 
and  capital.  Let  us  take  for  our  example  two  merchants  in  a 
small  town.  We  may  suppose  that  they  are  the  only  sellers 
who  offer  certain  goods  for  sale  in  that  market.  We  may 
further  suppose  that  they  have  an  agreement  to  sell  at  prices 
somewhat  in  excess  of  the  normal  competitive  levels.  What 
prices  will  they  ask  ?  When  confronted  by  the  question  of  how 
much  effect  a  minor  restriction  will  have  on  the  price,  the 
economist  cannot  give  a  definite  answer  because  "a  minor 
restriction”  is  itself  indefinite.  But  the  forces  that  would 
determine  the  action  of  the  two  sellers  have  all  been  men¬ 
tioned  in  this  and  preceding  chapters.  The  merchants  would 
need  to  consider  the  possibility  of  competition  from  new 
establishments  within  the  town,  from  sellers  in  neighboring 
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towns,  and  from  mail-order  houses.  They  would  need  to 
make  a  nice  calculation  of  the  relative  advantages  to  be 
gained  from  limitation  of  supply  to  a  greater  or  less  extent. 
Would  their  profits  be  greater  if  they  sold  5000  units  or  6000 
units  of  goods  annually?  In  making  this  calculation  they 
would  have  to  take  account  of  the  increased  costs  that  might 
follow  from  a  slower  turnover  of  some  sorts  of  goods,  and  of 
the  probability  that  any  gains  from  restriction  of  supply 
might  be  offset  by  later  losses  due  to  overstimulated  com¬ 
petition.  Finally,  the  permanence  of  the  agreement  would 
depend  upon  the  possibility  of  such  a  division  of  the  sales 
as  to  give  each  merchant  a  satisfactory  share  in  the  total 
profit.  As  has  been  previously  pointed  out,  such  agreements 
are  likely  to  be  broken  by  either  competitor  whenever  he 
believes  that  the  other  is  increasing  his  share  of  the  business 
unduly  or  whenever  trade  is  dull. 

The  amount  of  restriction  on  free  competition  that  arises 
from  such  combinations  is  difficult  to  estimate.  In  most  cases 
the  agreement  is  illegal  and  therefore  concealed  as  far  as  pos¬ 
sible.  Consumers  —  especially  in  the  retail  market  —  have 
very  hazy  notions  of  the  competitive  costs  of  doing  business 
and  are  quick  to  imagine  collusion  among  sellers  where  none 
exists.  Moreover,  the  divergence  between  prices  in  stores 
offering  different  amounts  of  sales-service  leads  the  man  in 
the  street  to  assume  that  prices  may  be  "any  figure.”  But 
economic  analysis  leads  to  a  different  conclusion.  And  the 
facts  that  business  men  do  not  all  succeed,  and  that  even  in 
the  presence  of  agreements  many  fail,  give  substantial  backing 
to  the  conclusion  that  it  is  extremely  difficult  to  maintain 
prices  above  the  normal  level  unless  the  monopolist  can  get 
control  of  the  supply  of  a  good  limited  by  nature  or  unless 
the  right  to  produce  it  is  covered  by  a  patent,  a  copyright, 
or  a  public-utility  franchise. 

It  follows  from  what  has  been  said  that  the  prices  which 
may  be  charged  by  a  combination  that  fails  to  achieve  com¬ 
plete  monopoly  may  range  upward  indefinitely  from  near  the 
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competitive  level  to  the  price  that  a  complete  monopoly 
would  charge.  For  the  discussion  of  price-making  the  opera¬ 
tion  of  such  combines  differs  from  the  operation  of  a  true 
monopolist  in  two  respects.  In  the  first  place,  since  the  control 
of  supply  is  never  complete,  there  is  always  difficulty  in  set¬ 
ting  a  price  to  which  all  the  members  of  the  combination  will 
agree  and  to  which  they  will  all  later  adhere.  In  the  second 
place,  agreements  by  which  prices  are  maintained  above  the 
competitive  level  are  likely  to  be  short-lived,  whereas  a  com¬ 
plete  monopoly  would  continue  indefinitely. 

Limitations  on  Monopoly  Price.  In  the  preceding  sections  we 
have  mentioned  various  reasons  why  a  complete  monopoly 
may  not  be  able  to  derive  very  much  profit  from  the  control 
it  has  established ;  in  this  section  we  shall  bring  these  limita¬ 
tions  together  and  examine  them  in  more  detail.  The  first 
and  probably  most  important  limitation  on  monopoly  power 
is  the  intrusion  of  outsiders.  In  the  case  of  monopolies  based 
on  legally  granted  privileges  or  on  the  ownership  of  natural 
resources  this  limitation  is  absent,  and  such  monopolies  are 
the  only  ones  that  are  likely  to  be  at  all  permanent.  In  the 
second  place,  the  consumer  has  a  very  strong  defense  in  his 
-Power  of  substitution.  If  the  producers  of  oranges  should 
raise  the  price  a  great  deal,  some  other  fruit  could  be  put  in 
place  of  oranges.  This  is  true  of  practically  every  commodity 
except  the  most  vital  necessities  of  life.  For  most  commodi¬ 
ties  a  considerable  rise  in  price  means  that  this  price  is,  for 
many  consumers,  out  of  proportion  to  the  marginal  utility 
of  the  good  expressed  in  terms  of  money,  and  that  they  will 
therefore  cease  to  buy  it.  To  be  sure,  the  monopolist  expects 
to  cut  off  some  of  the  demand,  but  he  relies  on  the  purchases 
of  those  to  whom  the  marginal  utility  of  the  good  is  very  high, 
or,  stated  in  another  way,  he  depends  upon  the  inelasticity  of 
the  demand.  But,  as  we  have  seen,  substitution  is  a  powerful 
factor  m  causing  the  demand  for  any  single  article  to  be  elastic. 
Fortunately  there  are  very  few  commodities  for  which  there 
are  no  near  substitutes.  Hence  to  be  effective  a  monopolist 
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must  control  a  good  for  which  consumers  cannot  easily  substi¬ 
tute  another  good,  or  he  must  extend  his  control  over  all  the 
goods  that  constitute  a  potential  supply  for  the  satisfaction 
of  a  large  group  of  similar  human  wants.  The  final  defense 
of  the  consumer  is  governmental  control.  For  centuries  the 
common  law  has  professed  to  abhor  monopolies  and  restraints 
of  trade,  and  in  the  United  States  both  the  national  govern¬ 
ment  and  the  state  governments  have  set  up  more  or  less 
effective  regulations  to  prevent  them.  It  is  doubtless  true 
that  these  restraints  do  not  function  with  the  highest  degree 
of  efficiency ;  but  there  is  always  the  possibility  that  the  pub¬ 
lic  and  its  officials  will  rouse  themselves  to  drastic  action. 

PROBLEMS  FOR  DISCUSSION 

1.  Assume  that  a  monopolist  has  a  choice  of  two  goods,  either  of 
which  he  might  control.  The  demand  for  one  good  is  elastic  and  for 
the  other  inelastic.  Which  good  would  offer  him  the  better  opportunity 
for  making  monopoly  profit  ?  Why  ? 

2.  It  is  commonly  said  that  monopoly  is  more  likely  to  occur  in  in¬ 
dustries  in  which  the  principle  of  decreasing  cost  operates  than  in  those 
which  are  governed  by  constant  or  increasing  cost.  Why? 

3.  A  manufacturer  requires  all  stores  dealing  in  his  product  to  sell 
it  at  a  uniform,  unvarying  price  throughout  the  United  States.  Does 
this  uniformity  show  that  the  manufacturer  has  a  monopoly  of  the 
good? 

4.  The  regulations  of  the  Federal  government  give  a  seller  the  ex¬ 
clusive  right  to  use  a  distinctive  trade-mark.  Does  this  amount  to  a 
monopoly  similar  to  a  patent  or  a  copyright  ? 

5.  If  we  assume  that  the  economies  of  large-scale  production  are 
very  great,  is  it  to  the  advantage  of  the  public  to  allow  a  few  large 
producers  to  dominate  the  production  of  any  commodity  ?  under  all 
circumstances  ? 

6.  The  collective-demand  curve  is  made  up  of  the  demands  of  many 
individuals.  Those  who  stand  ready  to  offer  high  prices  for  a  good  are 
nevertheless  able  to  buy  at  the  same  price  as  the  marginal  demanders. 
Can  you  think  of  any  devices  by  which  the  monopolist  might  be  able 
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to  sell  to  the  marginal  buyers  at  one  price  and  at  the  same  time  exact 
higher  prices  from  those  whose  demand  prices  are  higher  ? 

7.  Assume  three  industries  operating,  respectively,  at  constant,  in¬ 
creasing,  and  decreasing  cost.  Assume,  further,  that  the  demand  for 
the  products  of  the  three  industries  is  inelastic.  In  which  industry 
would  a  monopolist  prefer  to  establish  himself  ?  In  which  would  he  be 
most  likely  to  gain  a  foothold?  In  which  least  likely?  If  you  cannot 
answer  the  question  as  stated,  what  further  conditions  or  assumptions 
are  necessary  before  it  can  be  answered  ? 

8.  Suppose  that  a  single  firm  got  complete  control  of  the  production 

of  an  important  commodity  for  which  there  were  no  good  substitutes, 
and  that  the  monopoly  was  due  to  the  entrepreneurial  efficiency  of 
that  firm.  Under  ordinary  conditions  do  you  think  that  this  firm 
would  be  able  to  charge  prices  very  much  in  excess  of  competitive 
pi '  ?  Why,  or  why  not  ? 


9.  Monopolies  are  detrimental  to  the  interests  of  the  public  be¬ 
cause  they  raise  the  prices  of  goods  above  the  competitive  level.  To 
do  this  they  must  restrict  production  to  something  less  than  the 
amount  that  would  be  produced  under  competitive  conditions.  Show 
that  such  restriction  may  have  other  detrimental  effects  upon  the 
productivity  of  the  country  as  a  whole. 


CHAPTER  XVII 

MONOPOLY  AND  RESTRICTED  COMPETITION 


Competition  tends  to  eliminate  surplus  gains,  at  least  for 
marginal  entrepreneurs,  and  constantly  endangers  the  profits 
of  superior  entrepreneurs.  If  a  certain  field  of  industry  is 
particularly  bright  for  profit-making,  its  very  attractiveness 
draws  numerous  entrepreneurs  into  the  field.  The  more  prof¬ 
itable  the  industry  the  more  severe  will  be  the  competition. 
For  an  illustration  witness  the  automobile  industry.  In  the 
long  run  competition  tends  to  reduce  the  attractive  profits ;  in 
fact,  the  industry  may  become  so  overbuilt  that  instead  of 
profits,  heavy  losses  are  sustained. 

This  situation  is  one  of  the  conditions  likely  to  lead  to  com¬ 
bination.  If  the  industry  is  overbuilt,  the  supply  must  be 
restricted  in  order  to  sell  the  product  at  a  profitable  price. 
Combination  may  also  be  attempted,  not  because  profits  are 
low,  but  in  the  hope  that  still  greater  profits  may  be  made. 
Combination  may  take  a  variety  of  forms.  In  this  chapter 
we  shall  discuss  briefly,  first,  various  forms  of  combinations, 
second,  attempts  at  governmental  regulation,  and  third,  price 
policies  in  an  organized  economy. 

Forms  of  Combination.  The  simplest  form  of  combination 
is  the  pool.  The  pool  is  an  agreement  between  independent 
producers  with  a  view  to  limiting  competition.  This  may  be 
done  in  a  variety  of  ways.  The  profits,  or  earnings,  pool  is  an 
arrangement  by  which  all  the  profits,  or  earnings,  are  turned 
into  a  common  fund  and  divided  among  the  various  producers 
according  to  a  pre-arranged  plan.  The  earnings  pool  was  com¬ 
mon  in  the  railroad  field  in  the  seventies.  Thus  the  trunk  lines 
from  Chicago  to  New  York  pooled  their  through  traffic  earnings 
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and  allocated  a  definite  share  of  the  earnings  to  each  railroad. 
The  incentive  to  rate-cutting  was  thus  withdrawn.  Another 
form  of  pooling  arrangement  is  the  division  of  territory.  Each 
company  is  given  exclusive  privileges  in  a  certain  territory,  the 
other  companies  agreeing  to  keep  out,  thus  eliminating  compe¬ 
tition.  Another  form  is  the  agreement  to  limit  output,  each 
company  being  assigned  a  certain  production  per  annum  which 
may  not  be  exceeded  without  penalty.  Sometimes  a  central  sell¬ 
ing  bureau  is  established,  to  which  all  the  products  are  turned 
over  and  through  which  the  sales  are  made.  The  central  sales 
bureau,  together  with  limitation  of  output,  is  the  usual  form 
of  combination  in  Germany,  and  is  known  as  a  Kartell. 

In  the  United  States  pools  flourished  particularly  in  the 
seventies  and  eighties,  though  they  have  by  no  means  been 
unknown  since  that  time.  Such  contracts  in  restraint  of  trade 
and  competition  have  never  been  recognized  as  valid  in  our 
courts.  That  is  to  say,  if  a  member  of  a  pool  violated  the 
agreement,  he  could  not  be  sued  for  damages  resulting  to  the 
other  members  because  of  his  breach  of  contract,  since  the  con¬ 
tract  would  not  be  sustained  in  court.  Finally,  legislation  was 
passed,  both  state  and  Federal,  which  made  these  agreements 
not  only  invalid  but  even  punishable  by  law. 

Another  form  of  combination  resorted  to  in  the  eighties  was 
the  historical,  or  technical,  trust.  Here  we  must  discriminate 
carefully  in  our  use  of  terms.  Today  we  popularly  refer  to  any 
large  combination  with  monopoly  or  partial  monopoly  control 
as  a  "trust'’  without  regard  to  its  particular  form.  Originally 
the  trust  meant  a  special  kind  of  combination.  In  this  ar¬ 
rangement  the  controlling  stockholders  of  the  various  com¬ 
panies  entering  into  the  combination  turned  their  stock 
certificates  over  to  a  board  of  trustees  who  held  the  stock  in 
trust  for  them  as  beneficiaries.  Trust  certificates  were  issued 
in  exchange  for  the  original  stock  certificates.  In  this  manner 
the  trustees  secured  control  of  a  sufficient  amount  of  the  stock 
of  each  of  the  companies  entering  into  the  combination  to 
enable  them  to  control  the  various  companies.  They  were  thus 
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able  to  elect  the  board  of  directors  of  each  of  the  companies 
and  so  to  secure  a  unified  and  harmonious  management  of 
the  formerly  competing  concerns  which  had  now  entered  into 
combination. 

In  the  late  eighties  and  early  nineties  trusts  (in  the  sense 
here  used)  were  declared  by  the  courts  to  be  illegal  combina¬ 
tions.  A  different  form  of  combination  was  then  resorted  to 
—  the  holding  company.  The  holding  company  is  a  corpora¬ 
tion  which  owns  in  its  own  name  the  stock  of  subsidiary 
companies.  Instead  of  a  board  of  trustees  holding  legal  title 
to  the  stock  of  various  companies,  we  now  have  a  separately 
organized  corporation  owning  outright  the  controlling  stock 
of  the  different  companies.  The  holding  company  therefore 
is  able  to  elect  the  boards  of  directors  of  the  subsidiary  com¬ 
panies  and  thus  control  the  policy  of  all. 

Finally,  we  have  the  merger,  or  consolidation.  Here  we  have 
a  number  of  separate  corporations  dissolving  their  separate 
identities  and  uniting  in  a  single  corporation  which  takes  over 
the  property  of  the  several  companies.  Unlike  the  pool,  trust, 
or  holding  company,  the  companies  combining  in  a  merger,  or 
consolidation,  lose  their  identity  as  independently  existing 
corporations. 

Besides  the  forms  of  combination  proper  that  have  been 
enumerated,  we  must  also  take  note  of  less  formal  methods  of 
escaping  the  evils  (from  the  producers’  standpoint)  of  com¬ 
petition.  A  common  device  is  the  interlocking  of  directorates, 
which  means  that  one  or  more  men  serve  on  the  boards  of 
directors  of  several  ostensibly  competing  concerns.  Or  even 
though  there  is  no  interlocking  of  directorates,  a  common 
policy  may  still  be  established  between  various  companies 
through  the  indirect  control  by  stockholders  who  dominate 
the  various  companies.  Moreover,  we  have  had  examples, 
particularly  in  the  steel  industry,  of  informal  understandings 
known  as  "gentlemen’s  agreements.”  More  recently  we  have 
had  "open  price”  associations,  which  aim  to  supply  informa¬ 
tion  to  members  about  market  conditions,  supply  and  demand, 
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orders,  stocks  on  hand,  costs  and  prices,  but  which  do  not 
directly  seek  to  control  supply  or  price. 

The  Sherman  Anti-Trust  Law.  In  1890  Congress  passed  the 
Sherman  Anti-Trust  Law.  The  essential  features  of  this  law 
are  contained  in  two  sections.  Section  1  states  that  every 
contract,  combination,  or  conspiracy  in  restraint  of  trade 
among  the  several  states  or  with  foreign  nations  is  declared 
illegal ;  section  2  declares  that  every  person  who  shall  monopo¬ 
lize  or  combine  or  conspire  with  persons  to  monopolize  any 
part  of  the  trade  or  commerce  among  several  states  or  with 
foreign  nations  shall  be  deemed  guilty  of  a  misdemeanor.  It 
is  clear  that  the  words  "contract,  combination,  or  conspiracy 
in  restraint  of  trade”  cover  pools,  trusts,  holding  companies, 
mergers,  interlocking  directorates,  etc.  The  second  section  is 
broader.  It  includes  not  merely  combinations  but  single  cor¬ 
porations  or  individuals  who  seek  to  monopolize  the  market. 

One  of  the  earliest  cases  under  the  Sherman  Law  was  the 
Sugar  Trust  case  decided  by  the  Supreme  Court  in  1895.1 
The  government  was  seeking  to  dissolve  the  combination.  The 
case  involved  the  acquisition  of  a  number  of  concerns  manu¬ 
facturing  sugar  in  the  state  of  Pennsylvania.  The  court  held 
that  while  it  might  be  admitted  that  this  combination  was 
seeking  to  monopolize  the  manufacture  of  sugar,  no  adequate 
proof  had  been  presented  in  the  case  to  show  that  the  combi¬ 
nation  constituted  a  restraint  of  interstate  trade  or  commerce. 
The  combination  was  therefore  not  dissolved.  It  appears 
that  the  case  was  lost  largely  because  the  government  failed 
to  establish  the  direct  effect  of  the  combination  on  interstate 
trade. 

Later  (1899)  in  the  Addyston  Pipe  and  Steel  Company 2  case 
it  was  decided  that  this  combination  was  illegal,  because  the 
various  manufacturing  companies  had  entered  into  contracts 
which  directly  restrained  interstate  commerce.  Thus,  at  last, 
manufacturing  combinations  were  held  to  come  within  the 
scope  of  the  law. 


1  156  u.s.  1. 


2 175  U.  S.  211. 
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Another  leading  case  was  the  Debs  case,1  decided  in  1895. 
A  strike  had  been  called  involving  various  railroad  systems 
centering  in  Chicago.  Injunctions  were  issued  against  the 
strikers  as  conspirators  in  restraint  of  interstate  trade.  Thus 
the  Sherman  Law  was  made  to  apply  to  labor  unions,  and  the 
great  manufacturing  trusts,  which  Congress  particularly  in¬ 
tended  to  reach,  at  first  escaped. 

The  "  Rule  of  Reason.”  Two  important  railroad  cases  were 
decided  in  1897  and  1898.  They  were  the  Trans-Missouri 
Freight  Association2  and  the  Joint  Traffic  Association3  cases 
—  the  former  in  the  western  territory,  and  the  latter  in  the 
eastern  territory.  In  both  cases  the  court  held  that  these  rate 
agreements  were  illegal  under  the  Sherman  Law.  The  court 
was  divided,  however.  The  majority  of  the  judges  held  that 
the  agreements  were  illegal,  since  the  first  section  of  the 
Sherman  Law  declared  every  contract  or  combination  in  re¬ 
straint  of  trade  to  be  illegal.  The  minority  held  that  well- 
established  legal  usage  of  the  terms  in  question  would  not 
warrant  this  construction.  They  held  that  under  the  common 
law  it  had  never  been  the  law  that  every  contract  in  restraint 
of  trade  was  ipso  facto  contrary  to  public  policy.  Only  con¬ 
tracts  which  unreasonably  restrained  trade  were  invalid.  For 
example,  a  man  may  sell  his  store  under  contract  not  to  engage 
in  the  mercantile  business  in  that  city  for  five  years.  Such  a 
contract  obviously  restrains  trade,  but  it  is  a  reasonable  re¬ 
straint  on  trade  and  not  contrary  to  public  policy.  The  minor¬ 
ity  judges  held  that  the  first  section  of  the  Sherman  Law  was 
to  be  interpreted  in  the  light  of  the  second  section :  the  second 
section  emphasized  the  intent  to  monopolize  as  the  criterion  of 
guilt.  The  minority  judges  contended  that  it  was  not  the 
intent  of  Congress  to  declare  every  contract  or  combination 
in  restraint  of  trade  illegal,  but  only  such  contracts  and  com¬ 
binations  as  aimed  at  monopoly  —  unreasonable  contracts 
and  combinations  in  restraint  of  trade. 

This  division  in  the  court  continued  to  appear  in  several 
1  158  U.S.  564.  2 166  U.  S.  290.  3  171  U.  S.  505. 
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decisions  extending  over  a  decade.  Finally,  in  1911,  in  the 
American  Tobacco 1  and  Standard  Oil 2  cases  the  personnel  of 
the  court  had  changed  sufficiently  so  that  the  former  minority 
construction  now  became  the  ruling  of  the  court.  These  two 
combinations  were  dissolved  not  on  the  ground  that  every 
contract  or  combination  was  illegal  under  the  Sherman  Act, 
but  on  the  ground  that  evidence  showed  that  they  were  con¬ 
sciously  and  deliberately  aiming  at  monopoly.  The  combina¬ 
tions  therefore  constituted  an  unreasonable  restraint  of  trade. 
Moreover,  the  court  held  that  the  certain  proof  of  intent  to 
monopolize  was  to  be  found  in  the  long  list  of  unfair  practices 
by  means  of  which  these  combinations  had  sought  improperly 
and  illegally  to  kill  off  competition.  Such  unfair  practices  are 
indubitable  proof  of  intent  to  monopolize. 

Thus  the  so-called  rule  of  reason  came  finally  to  be  applied 
to  the  Sherman  Law.  The  law  was  interpreted  to  apply  only 
to  those  contracts  and  combinations  which  are  unreasonable ; 
that  is,  which  aim  to  monopolize.  The  use  of  unfair  practices 
was  held  to  be  a  clear  proof  of  intent  to  monopolize. 

Efficiency  versus  Unfair  Practices.  Let  us  suppose  that  a 
combination  did  not  use  unfair  practices,  but  was  able  to  attain 
a  dominant  place  in  the  industry  through  efficient  methods, 
that  the  competitors  were  finally  pushed  to  the  wall  not  by 
unfair  practices,  but  through  the  superior  efficiency  of  the 
combination.  Such  a  combination  might  attain  a  monopoly 
through  its  superior  efficiency  in  competition  without  aiming 
or  intending  to  monopolize  the  field.  Would  such  a  combina¬ 
tion  be  guilty  of  unreasonable  restraint  of  trade  ? 

In  1920  the  United  States  Supreme  Court  gave  a  partial 
answer  to  this  question  in  the  decision  of  the  United  States 
Steel  Corporation  •’  case.  Here  was  a  holding  company  which 
at  the  inception  of  the  combination  in  1901  controlled  about 
60  per  cent  of  the  steel  industry.  As  time  went  on,  however, 
its  control  decreased  to  little  more  than  50  per  cent.  Here  was 
a  combination  which  controlled  at  least  a  half  of  this  entire 

1 221  U.  S.  106.  2221  U.  S.  1. 


3  251  U.  S.  417. 


MONOPOLY  AND  RESTRICTED  COMPETITION  271 

industry,  but  which  was  not  using  unfair  methods  against 
its  competitors  and  was  not,  according  to  the  findings  of  the 
court,  pursuing  a  price  policy  contrary  to  public  welfare. 
The  court  therefore  refused  to  sustain  the  plea  for  dissolution. 
The  practical  effect  of  this  decision  is  to  permit  combination, 
even  though  the  combination  assumes  huge  proportions,  pro¬ 
vided,  first,  that  unfair  methods  are  not  used  against  com¬ 
petitors,  and,  second,  that  no  public  interest  would  be  served 
by  dissolution.  It  would  seem,  therefore,  that  we  are  tending 
in  the  direction  of  the  German  law  with  reference  to  combina¬ 
tion.  In  Germany  the  Kartell  agreements  are  valid  contracts 
enforceable  at  law.  But  this  does  not  mean  that  a  Kartell  may 
exploit  the  public  by  means  of  an  extortionate  price  policy 
without  being  subject  to  prosecution  in  the  courts.  It  is  all 
a  question  of  reasonableness.  And  it  is  this  test  of  reason¬ 
ableness  that  our  Supreme  Court  has  applied  in  the  Tobacco, 
Standard  Oil,  and  Steel  Company  cases. 

It  should  not  be  inferred,  however,  that  our  courts  are 
willing  to  go  as  far  as  the  German  courts  in  permitting  rea¬ 
sonable  combinations.  Our  courts  are  still  skeptical  of  combi¬ 
nation  and  strongly  inclined  to  maintain  competition  wherever 
it  is  possible  to  do  so.  Pooling  and  trust  agreements  are  still 
illegal  in  this  country.  Even  certain  "open  price"  associations 
have  not  been  able  to  satisfy  the  courts  as  to  the  reasonable¬ 
ness  of  their  activities.  If,  however,  combination  has  been 
reached  apparently  as  a  result  of  natural  economic  tendencies 
without  the  use  of  unfair  methods  of  attack  upon  competitors ; 
if  the  combination  appears  to  be  economically  efficient,  so  that 
in  all  probability  the  cost  of  production  and  the  normal  price 
would  be  higher  were  it  broken  up  into  less  efficient  competing 
units, —  then  the  courts  will  take  the  position  that  the  test  of 
reasonableness  should  be  applied,  and  the  combination  should 
not  be  dissolved  as  a  matter  of  course  without  regard  to  ques¬ 
tions  of  efficiency  and  expediency.  It  is  here  that  the  rule  of 
reason  comes  in  to  modify  the  former  arbitrary  and  me¬ 
chanical  construction  of  the  Sherman  Law. 
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Trade  Associations.  Recent  decisions  of  the  Supreme  Court 
(rendered  in  1925)  in  the  Cement  and  Maple  Flooring  cases 
indicate  a  further  tendency  to  interpret  the  Sherman  Act 
liberally.  As  a  result  of  these  decisions  it  is  lawful  for  trade 
associations  to  disseminate  information  with  respect  to  prices 
that  have  been  charged  in  different  localities  and  to  distribute 
statistics  of  production,  stocks  on  hand,  etc. 

It  must  not  be  inferred  from  this,  however,  that  a  so-called 
gentlemen’s  agreement  with  respect  to  prices  will  be  tolerated. 
As  a  matter  of  fact,  in  the  earlier  Hardwood  1  and  Linseed 2 
cases  the  court  refused  to  recognize  the  legality  of  these  trade 
associations  partly  on  the  ground  that  evidence  existed  from 
which  it  appeared  that  something  like  a  gentlemen’s  agree¬ 
ment  as  to  future  production  and  prices  prevailed  in  these 
industries.  A  trade  association  may,  however,  lawfully  give 
its  members  information,  but  it  is  not  permitted  to  engage 
in  practices  that  will  tend  to  establish  production  quotas  or 
uniform  prices. 

The  Federal  Trade  Commission  and  the  Clayton  Act.  In  this 
country  there  are  many  well-informed  persons  who  hold  that 
if  unfair  practices  are  prohibited,  only  highly  efficient  and 
economically  sound  combinations  will  be  able  to  survive.  It 
was  on  this  theory  that  the  Federal  Trade  Commission  was 
established  in  1914.  Unfair  practices  are  prohibited  under 
the  law,  and  the  commission  is  intrusted  with  the  duty  of 
exposing  and  preventing  them.  It  may  make  investigations 
on  its  own  initiative  or  upon  the  request  of  the  president, 
Congress,  or  the  Attorney- General.  Or  in  case  of  dissolution 
proceedings  the  courts  may  turn  to  the  commission  for  a 
plan  which  will  restore  competition  and  fair  practices  and 
safeguard  the  interests  of  the  public.  If  a  company  is  found 
to  be  guilty  of  unfair  practices,  the  commission  may  issue  a 
restraining  order  which  will  be  enforced  if  necessary  through 
the  circuit  courts.  Moreover,  the  Clayton  Act  sought  to 
clarify  the  law  as  to  what  constituted  unfair  practices.  Price 

1  257  U-  s-  377-  2  262  U.  S.  371. 
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discriminations,  exclusive  contracts,  and  holding  companies 
are  definitely  prohibited  where  the  effect  is  substantially  to 
interfere  with  competition.  Interlocking  directorates  are  pro¬ 
hibited  (1)  between  two  competing  industrial  corporations, 
any  one  of  which  has  capital,  surplus,  and  undivided  profits 
of  a  million  dollars ;  (2)  between  two  banks,  any  one  of  which 
is  organized  under  the  laws  of  the  United  States  and  has 
deposits,  capital,  surplus,  and  undivided  profits  of  five  million 
dollars  1 ;  (3)  between  railroads  and  railroad-supply  compa¬ 
nies,  from  whom  railroads  make  purchases,  unless  such  pur¬ 
chases  are  made  under  competitive  bids  supervised  by  the 
Interstate  Commerce  Commission. 

This  theory  that  inefficient  combinations  cannot  withstand 
the  pressure  of  potential  competition  if  fair  competitive  meth¬ 
ods  are  enforced  finds  considerable  support  in  the  history  of 
American  combinations.  Professor  A.  S  Dewing,  who  has 
made  a  study  of  thirty-five  combinations  organized  in  the 
main  from  1898  to  1902,  shows  that  twenty-two  of  the  thirty- 
five  earned  less  on  the  average  during  the  ten-year  period 
after  the  combination  than  had  been  earned  by  the  separate 
plants  before  the  period  of  combination.  If  we  consider  the 
entire  thirty-five  combinations  it  was  found  that  the]  earn¬ 
ings  before  the  combination  period  were  between  a  fifth  and 
a  sixth  greater  than  the  average  for  the  ten  years  after  the 
combination.  Moreover,  the  earnings  before  the  combination 
were  nearly  a  fifth  greater  than  the  earnings  of  the  first  year 
after  the  combination. 

Illustrations  of  Monopoly  based  on  Unfair  Practices.2  The 
American  Sugar  Refining  Company  is  an  example  of  a  trust 
which  in  the  end  proved  unable  to  withstand  the  continuous 
pressure  of  new  competition  constantly  springing  up  on  all 
sides.  This  corporation  had  the  advantage  of  operating  be- 

1  This  portion  of  the  act  was  subsequently  amended  so  as  to  permit  interlocking 
directorates  with  not  more  than  two  other  banks  subject  to  the  approval  of  the 
Federal  Reserve  Board,  if  in  their  judgment  the  public  interest  would  not  be  in¬ 
jured  thereby. 

2  See  Eliot  Jones’s  Trust  Problem  in  the  United  States.  The  Macmillan  Company. 


274 


PRINCIPLES  OF  ECONOMICS 


hind  a  tariff  wall  which  practically  excluded  foreign  competi¬ 
tion  from  the  early  eighties  until  1913.  In  the  early  nineties 
this  company  had  succeeded  in  forcing  (under  the  pressure  of 
severe  competition)  a  sufficient  number  of  its  competitors  to 
sell  out,  so  that  it  controlled  90  per  cent  of  the  manufacture  of 
sugar  in  the  United  States.  When  the  company  had  acquired 
a  substantial  monopoly  control,  the  price  was  raised.  Large 
profits  attracted  competitors.  New  refineries  were  built. 
The  trust  struggled  to  beat  them  down  or  else  get  control 
over  them.  Price  wars  were  instituted  to  bring  them  into  line. 
By  1900  most  of  them  were  brought  into  the  combination. 
Prices  were  again  raised,  and  new  competitors  again  sprang 
up.  Price-cutting  was  again  resorted  to,  and  competitors, 
face  to  face  with  bankruptcy,  yielded  to  the  trust.  Had  it  not 
been  for  the  growing  importance  of  beet  sugar  it  is  possible 
that  the  trust  might  have  been  able  to  choke  off  potential 
competitors  indefinitely  by  these  methods.  But  it  has  been 
estimated  that  in  1919  less  than  30  per  cent  of  the  total  pro¬ 
duction  of  sugar  was  controlled  by  the  American  Company ; 
however,  if  we  include  the  independent  companies  in  which 
the  American  Company  has  an  important  interest,  the  per¬ 
centage  would  be  considerably  greater.  Other  unfair  practices 
of  which  the  sugar  trust  was  guilty  were  (1)  receiving  illegal 
railroad  favors  and  (2)  defrauding  the  government  in  the 
payment  of  tariff  duties  on  raw  sugar  by  false  weighing. 

The  Standard  Oil  Company  and  the  American  Tobacco 
Company  are  illustrations  of  trusts  that  built  up  their  im¬ 
mense  power  through  the  use  of  unfair  methods  of  competi¬ 
tion.  Railroad  favoritism  and  destructive  price-cutting  were 
large  factors  aiding  the  Standard  to  get  a  monopoly  control  of 
pipe  lines.  Once  having  acquired  a  monopoly,  the  Standard 
exerted  its  influence  to  prevent  new  pipe  lines  from  getting 
the  right  of  eminent  domain  and  from  crossing  railroad  tracks. 
Such  new  pipe  lines  as  were  built  were  immediately  bought 
up,  or  the  wells  and  refineries  using  these  pipe  lines  were 
purchased  and  the  business  diverted  to  the  Standard  lines. 
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Sometimes,  without  going  to  the  extent  of  purchase,  the  Stand¬ 
ard  brought  pressure  to  bear  upon  the  owners  of  these  wells 
and  refineries  to  divert  their  business  to  the  Standard  lines. 
Because  of  the  monopoly  control  over  pipe  lines,  independ¬ 
ent  refineries  were  charged  excessive  rates  and  their  profits 
destroyed. 

In  the  transportation  of  refined  oil  the  Standard,  from  its 
early  history,  was  able  to  secure  railroad  rates  which  were  more 
favorable  than  those  offered  competitors.  After  rate  dis¬ 
crimination  was  made  illegal,  secret  rates  favoring  the  Stand¬ 
ard  were  obtained.  Moreover,  the  published  rates  favored 
localities  in  which  Standard  refineries  were  situated. 

Another  unfair  method  by  which  monopoly  power  was 
achieved  was  the  practice  of  reducing  below  cost  the  price 
of  refined  oil  in  localities  where  competition  was  intense.  The 
purpose  of  these  price  wars  was  to  drive  the  competitors  out 
of  business  and  later  recoup  losses  sustained  in  the  fight  by 
establishing  monopoly  prices.  A  great  national  concern  like 
the  Standard  was  well  equipped  to  engage  in  these  local  price 
wars,  since  it  could  balance  losses  in  competitive  areas  by 
monopoly  profits  elsewhere.  In  this  struggle  against  competi¬ 
tors  the  Standard  was  aided  by  a  well-developed  spy  system. 

The  American  Tobacco  Company  is  another  classic  exam¬ 
ple  of  a  trust  built  up  by  unfair  methods.  The  company  was 
organized  in  1890  after  a  period  of  severe  competition  between 
leading  cigarette  manufacturers.  Exclusive  control  was  ob¬ 
tained  over  patents  and  machines  used  in  making  cigarettes. 
Competitors  were  bought  out  at  excessive  prices,  and  the 
plants  thus  acquired  were  frequently  closed.  By  these  means 
the  trust  acquired  a  control  over  the  cigarette  output  amount¬ 
ing  to  93  per  cent  in  1900  and  to  86  per  cent  in  1910. 

A  few  years  after  it  was  organized,  the  company  decided  to 
get  control  of  the  plug-tobacco  business.  Ruinous  price- 
cutting  forced  most  of  the  independent  plug  manufacturers 
into  line.  Other  companies  were  purchased  at  excessive  prices. 
By  1900  the  trust  controlled  over  60  per  cent  of  the  business, 
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and  this  figure  was  increased  to  85  per  cent  by  1910.  Similar 
tactics  resulted  in  an  80  per  cent  control  of  the  snuff  business 
by  1901,  and  this  control  increased  to  97  per  cent  by  1910. 
The  trust  also  secured  a  75  per  cent  to  95  per  cent  control 
of  smoking  tobacco,  fine-cut  tobacco,  and  licorice.  Only  in 
cigar-manufacturing  was  it  unable  to  secure  a  dominant 
position.  Machinery  is  relatively  unimportant  in  the  manu¬ 
facture  of  cigars.  Hence  an  enormous  number  of  small  con¬ 
cerns  were  able  to  flourish.  Without  large-scale  production 
and  concentration  of  ownership,  combination  is  difficult  if 
not  impossible. 

The  Tobacco  and  Standard  companies  were  dissolved  by 
court  decree  in  1911  because  of  their  monopoly  position  and 
the  unfair  methods  by  which  they  had  secured  and  continued 
to  retain  their  power.  The  Federal  Trade  Commission  in  a 
subsequent  investigation  (1915)  found  that  the  dissolution 
decrees  were  not  appreciably  effective  in  restoring  competi¬ 
tion.  In  each  case  the  trust  was  broken  up  into  a  dozen  or  so 
separate  companies,  but  community  of  interest  still  prevailed 
because  of  common  ownership  of  the  stock  in  the  different 
companies  by  a  small  group  of  men.  The  several  Standard 
companies  divided  up  the  territory,  and  as  a  result  there  was 
no  competition  in  the  marketing  of  gasoline.  The  field  was 
divided  into  eleven  distinct  marketing  areas  which  followed 
state  lines  and  were  therefore  obviously  arbitrary  divisions. 
The  commission  found  abnormal  inequalities  in  the  price  of 
gasoline  in  the  different  areas.  It  also  found  that  the  Stand¬ 
ard  companies  controlled  about  65  per  cent  of  the  gasoline 
business,  and  this  percentage  would  be  increased  if  certain  so- 
called  independents  (controlled  in  part  by  the  Standard  inter¬ 
ests)  were  included.  The  commission  found  that  on  the  whole 
the  independents  followed  the  prices  fixed  by  the  Standard 
companies.  The  commission  recommended  legislation  which 
would  make  it  possible  to  reopen  trust  cases  where  conditions 
apparently  justified  a  modification  of  the  dissolution  decree. 
In  this  case  it  would  be  necessary  to  eliminate  the  community 
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of  interest  between  common  stockholders  and  thus  separate 
the  corporations  into  real  competing  units. 

The  dissolution  of  the  tobacco  trust  apparently  increased 
the  competition  for  the  business  among  the  several  companies ; 
for  there  was  a  considerable  increase  in  advertising  expendi¬ 
tures.  The  dissolution,  however,  did  not  result  in  lower  prices. 

Quasi-Monopoly  based  on  Efficiency.  On  the  other  hand  it 
appears  that  on  the  whole  the  International  Harvester  Com¬ 
pany  and  the  United  States  Steel  Corporation  have  not  built 
up  their  monopoly  or  quasi-monopoly  power  through  unfair 
methods  of  competition.  Having  already  given  some  of  the 
leading  facts  with  regard  to  the  Steel  Corporation,  we  shall 
confine  our  discussion  here  to  the  Harvester  Company. 

After  a  period  of  strenuous  but  not  ruinous  competition, 
five  leading  manufacturers  of  harvesting  machines  combined 
and  organized  the  International  in  1902.  They  controlled  85 
per  cent  of  the  output  of  harvesting  machines,  83  per  cent  of 
the  output  of  mowers,  and  80  per  cent  of  the  output  of  rakes. 
The  control  was  in  reality  greater  than  this,  for  the  inde¬ 
pendent  companies  were  confined  mainly  to  the  Eastern  mar¬ 
ket.  By  1918,  however,  the  control  had  dropped  from  80-85 
per  cent  to  60-65  per  cent.  Other  lines  were  also  entered. 
By  1910  the  company  had  a  50-55  per  cent  control  of  the  out¬ 
put  of  harrows,  manure-spreaders,  corn-shredders,  and  binder 
twine.  Other  lines  in  which  the  trust  entered,  but  in  which 
no  monopoly  control  was  acquired,  included  wagons,  plows, 
trucks,  seeding  machines,  gasoline  engines,  tractors,  cream- 
separators,  cultivators,  hay-loaders,  and  hay-stackers.  The 
company  also  acquired  timberlands,  coal  lands,  iron-ore 
properties,  iron-and-steel  mills,  and  railroads. 

Though  the  Harvester  Company  had  not  used  unfair 
methods  such  as  were  practiced  by  the  oil  and  tobacco  trusts, 
yet  because  of  its  monopoly  position  the  government  brought 
suit  in  1912  with  a  view  to  dissolution.  The  Federal  Circuit 
Court  handed  down  a  decision  in  1914  calling  for  dissolution 
on  the  ground  that  80-85  per  cent  control  constituted  an 
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unreasonable  restraint  of  trade.  Judge  Sanborn,  however,  dis¬ 
sented.  He  held  that  unreasonable  restraint  involved  (1)  rais¬ 
ing  prices,  (2)  limiting  production,  (3)  deteriorating  quality, 
(4)  decreasing  the  prices  of  labor  and  materials,  (5)  oppressing 
competitors.  He  did  not  find  the  Harvester  Company  guilty 
under  any  of  these  counts  and  therefore  held  that  the  company 
did  not  unreasonably  restrain  trade.  The  case  was  appealed ; 
but  in  1918,  before  a  decision  was  given,  the  company  agreed 
to  a  consent  decree,  calling  for  the  sale  of  the  Osborne,  Cham¬ 
pion,  and  Milwaukee  plants.  The  Federal  Trade  Commission 
expressed  the  opinion,  however,  that  an  effective  dissolution 
would  involve  more  drastic  action  than  was  required  in  the 
consent  decree,  and  that  what  was  needed  was  the  breaking 
up  of  the  McCormick,  Deering,  and  Wisconsin  Steel  com¬ 
panies  into  separate  and  distinct  companies  with  separate 
stockholders. 

The  Harvester  and  Steel  companies  thus  appear  to  be  able 
to  hold  their  own  because  of  efficiency  without  having  to  resort 
to  unfair  methods  of  attack  on  competitors. 

Monopoly  based  on  Patent  Rights.  The  United  Shoe  Ma¬ 
chinery  Corporation  is  a  trust  whose  monopoly  power  rests 
neither  on  unfair  practices  nor  on  efficiency,  but  on  patent 
rights.  The  corporation  is  a  combination  of  several  companies, 
each  of  which  had  patents  on  shoe  machinery  covering  different 
processes  in  the  manufacture  of  shoes.  The  government  in¬ 
stituted  a  suit  against  the  corporation,  claiming  that  it  con¬ 
stituted  a  combination  in  restraint  of  trade.  The  case  was 
decided  by  the  Supreme  Court  in  1918.  The  decision  hinged 
on  whether  the  patents  owned  by  the  several  companies  were 
complementary  or  competitive.  The  court  decided  that  the 
trust  was  not  illegal  since  each  of  the  various  companies  enter¬ 
ing  into  the  combination  constituted  a  patent  monopoly.  The 
court  held  that  the  patents  covered  different  processes,  were 
noncompetitive,  and  that  therefore  the  monopoly  power  of 
the  combination  was  no  greater  than  that  of  the  separate  com¬ 
panies.  The  dissenting  judges  were  of  the  opinion,  however, 
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that  the  several  companies  were  in  part  competitive  ;  that  the 
contracts  under  which  the  corporation  leased  its  machines 
constituted  a  restraint  of  trade  in  that  they  restricted  the 
lessee  exclusively  to  the  use  of  the  corporation’s  machines. 
The  majority  judges,  however,  held  that  such  tying  clauses 
go  with  patent  rights. 

International  Kartells.1  Agreements  between  the  producers  of 
different  nations  had  already  reached  considerable  proportions 
in  the  nineties,  and  the  movement  continued  to  increase  up  to 
the  time  of  the  World  War.  Many  agreements  were  disrupted 
as  a  result  of  the  war,  but  in  recent  years  the  movement  has 
revived  on  a  large  scale.  These  agreements  commonly  assign 
the  home  market  to  each  national  group  and  frequently  make 
sales  allotments  or  establish  prices  in  third  countries.  The 
agreements  may  be  made  between  various  national  Kartells  or 
combinations,  or  they  may  be  made  directly  between  the  in¬ 
dividual  firms  in  different  countries,  or  they  may  be  made 
between  national  Kartells  or  combinations  in  some  coun¬ 
tries  and  individual  firms  in  others. 

Numerous  international  Kartells  have  existed  from  time  to 
time  and  still  exist  in  the  chemical  industry.  Other  industries 
in  which  important  Kartells  have  been  organized  are  steel 
rails,  enameled  ware,  cement,  aluminum,  watches,  and  ocean 
shipping. 

Many  international  Kartells  have  been  organized  or  re¬ 
organized  since  the  war.  In  1925  an  international  agreement 
was  made  in  the  incandescent-lamp  industry.  The  General 
Electric  Company  is  an  important  factor  in  this  industry.  In 
Europe  it  operates  through  a  subsidiary,  the  International 
General  Electric  Company,  with  head  offices  in  Paris.  The 
Kartell  includes  syndicates  and  firms  operating  in  France, 
Germany,  England,  Italy,  Spain,  the  Scandinavian  countries, 
and  Holland. 

In  the  copper  industry  there  is  an  international  syndicate 

1  See  Robert  Liefmann’s  article  "International  Cartels,”  in  the  Harvard  Business 
Review,  January,  1927. 
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which  is  said  to  control  90  per  cent  of  the  world’s  production 
of  copper.  Included  in  its  membership  are  the  American  Smelt¬ 
ing  and  Refining  Company,  the  Kennecott  Copper  Company, 
and  the  Anaconda  Company.  These  three  American  com¬ 
panies  alone  control  over  50  per  cent  of  the  world’s  output. 
Producers  in  Germany,  South  America,  and  Africa  are  also 
included.  The  central  office  of  the  organization  is  the  Copper 
Export  Trading  Company  in  Brussels.  Several  sales  agencies 
are  maintained  in  England,  Germany,  and  France.  Among 
the  independents  not  included  in  this  world  syndicate  are  the 
Miami  Copper  Company  (United  States),  a  Spanish-British 
company,  and  the  Australian  producers. 

In  the  crude-steel  industry  Kartells  have  been  organized  in¬ 
cluding  producers  in  Germany,  France,  Belgium,  Luxemburg, 
Austria,  Hungary,  Bohemia,  Poland,  and  Rumania.  In  1925 
a  German-French  Kartell  was  organized  in  the  potash  industry, 
and  more  recently  one  was  organized  in  the  steel  industry. 

International  Concerns.  In  a  few  industries  certain  firms 
have  acquired  a  dominating  position  throughout  the  world. 
The  most  striking  illustration  of  such  international  concerns, 
and  one  that  comes  very  near  to  being  a  world  monopoly,  is 
the  Swedish  Match  Company,  which  controls  plants  in  thirty- 
five  different  countries  either  directly  or  through  its  subsidi¬ 
aries.  It  owns  the  controlling  stock  in  the  International 
Match  Corporation,  an  American  company,  which  in  turn 
controls  companies  owning  ninety  plants  in  various  European 
and  other  countries.  The  Swedish  company  also  controls  the 
German  Match  Manufacturing  Syndicate.  Moreover,  through 
the  advancement  of  loans,  it  has  secured  the  cooperation  of  a 
large  number  of  state  match-manufacturing  monopolies,  in¬ 
cluding  France,  Poland,  Portugal,  Greece,  and  Peru. 

Similarly,  in  the  petroleum  field  the  Standard  Oil  Company 
of  New  Jersey  has  reached  an  outstanding  international  posi¬ 
tion.  It  is  more  or  less  associated  with  numerous  American 
companies,  generally  known  as  the  Standard  Oil  group ;  it  is 
interested  in  some  two  hundred  and  fifty  companies  outside 
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the  United  States;  in  Europe  it  has  made  numerous  agree¬ 
ments  with  Kartells  with  respect  to  territory,  prices,  and  sales 
quotas. 

In  the  field  of  electrical  products  the  General  Electric  Com¬ 
pany  is  rising  to  increasing  importance.  In  1920  it  acquired  a 
large  block  of  shares  of  the  German  General  Electric  Company. 
These  two  companies,  moreover,  made  agreements  in  1924 
with  respect  to  exchange  of  patents. 

Price  Policies.  The  trade  practices  of  the  various  industries 
with  respect  to  price  policy  throw  light  on  the  way  competition 
works  in  the  modern  organized  economy.  In  many  industries 
the  usual  practice  is  to  sell  f.o.b.  at  the  mill,  the  purchaser 
paving  the  cost  of  transportation  from  the  mill.  This  practice 
comes  nearest  to  satisfying  the  requirements  of  a  truly  com¬ 
petitive  market.  Under  this  system  the  buyers  are  fully 
enabled  to  exercise  alternative  choices  and  to  purchase  at  the 
lowest-price  plants,  cost  of  transportation  considered.  This 
policy,  universally  pursued,  would  result  in  the  most  economi¬ 
cal  geographical  distribution  of  industries  and  hence  in  the 
most  efficient  utilization  of  the  nation’s  resources. 

In  certain  industries  it  is  the  practice  to  sell  the  products 
f.o.b.  point  of  delivery.  This  would  tend  to  establish  a  uni¬ 
form  price  at  all  points  regardless  of  the  distance  from  the  4 * 
producing  plants.  The  Portland  cement  industry  follows  this 
practice.  The  practice  is  facilitated  somewhat  by  the  fact  that 
cement  is  produced  in  about  one  hundred  and  thirty  plants 
scattered  in  .various  parts  of  the  country.  Many  trade-marked 
articles  are  sold  at  a  uniform  price  in  all  parts  of  the  country.1 
Other  industries  pursue  the  policy  of  dividing  the  country  into  ^ 
zones  and  quoting  a  special  f.o.b.  price  at  point  of  delivery 
in  each  zone.  This  was  at  one  time  the  practice  of  the  steel 
companies.  The  zones  radiated  from  Pittsburgh  as  the  center. 
The  more  distant  the  zone  the  higher  the  delivered  price. 

This  uniform-delivered-price  practice  is  discriminating  and 
wasteful.  If  the  price  in  any  given  zone  or  territory  with  a 

1  Similarly,  department  stores  deliver  to  all  parts  of  a  city  at  a  uniform  price. 
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uniform-delivered-price  system  is  a  fair  average  price,  it  is 
clear  that  consumers  located  near  points  of  production  are 
being  charged  unduly  high  prices  in  order  to  make  it  possible 
to  sell  to  distant  points  below  cost,  including  cost  of  trans¬ 
portation.  If  the  commodity  can  be  produced  at  the  distant 
points  as  cheaply  as  at  the  points  of  production,  then  plants 
ought  to  be  located  there  and  thus  save  the  cost  of  transpor¬ 
tation  ;  if  it  cannot  be  produced  as  cheaply,  the  uniform-price 
system  is  wasteful  from  a  national  standpoint,  since  it  places 
regions  on  an  equal  footing  which  in  fact  are  not  equal.  The 
effect  is  to  stimulate  artificially  regions  that  are  handicapped 
as  to  location  or  natural  resources.  Such  artificial  stimulation 
results  in  an  uneconomical  utilization  of  a  nation’s  resources.1 

Some  industries  quote  a  delivered,  price  based  on.  the  price 
at  a  certain  designated  point  plus  cost  of  transportation  to 
the  point  of  delivery.  Until  1924,  when  the  Federal  Trade 
Commission  ordered  the  practice  discontinued,  the  steel  indus¬ 
try  followed  this  practice.  This  was  the  "Pittsburgh-plus” 
system,  Pittsburgh  being  the  basing  point.  This  practice 
clearly  resulted  in  discrimination  against  buyers  who  purchased 
from  plants  located  outside  of  Pittsburgh.  Thus  steel  con¬ 
sumers  in  Chicago  had  to  pay  the  Pittsburgh  price  plus  cost  of 
transportation  to  Chicago,  even  though  they  purchased  the 
steel  from  a  Chicago  mill.  The  Chicago  steel  mills  sold  steel 
to  consumers  in  Ohio  at  the  Pittsburgh  price  plus  transporta¬ 
tion  from  Pittsburgh  to  Ohio.  This  price  would  be  much 
lower  than  the  Chicago  price.  Clearly  the  Chicago  consumers 
were  discriminated  against  in  this  case,  especially  in  view  of 
the  fact  that  the  Chicago  mills  were  said  to  be  the  lowest-cost 
mills.  A  freely  competitive  market  ought  to  permit  consumers 
to  buy  at  the  several  mills,  thus  enabling  them  to  compare 
one  mill  price  with  another  and  to  buy  in  the  most  favorable 
market,  transportation  costs  considered. 

1  In  some  industries  (department  stores,  for  example)  it  is  simpler  and  probably 
more  economical  to  charge  delivery  to  overhead  instead  of  making  a  special  delivery 
price  for  each  commodity. 
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Many  industries  follow  the  practice  of  quoting  different 
prices  im  different  territories  in  order  to  meet  competition. 
This  is  not  considered  in  law  to  be  an  unfair  practice  if  it  is 
done  to  meet  competition  and  not  to  destroy  it.  In  certain 
cases  a  discriminatory  price  is  economically  justifiable.  In 
the  railroad  business  it  is  often  advantageous  to  charge  less 
for  a  long  haul  than  for  a  short  one.  If  the  long-haul  traffic 
cannot  be  obtained  at  other  than  exceptionally  low  rates, 
and  if  such  traffic  nets  something  toward  the  fixed  expenses 
over  and  above  the  mere  cost  of  hauling,  then  the  low  rates 
can  be  justified.  Were  it  not  for  this  additional  traffic  the 
short-haul  traffic  would  have  to  pay  still  higher  rates  to  cover 
the  total  expenses  of  running  the  railroad  system.  But  this  is 
true  only  in  so  far  as  the  railroad  is  not  being  used  to  full 
capacity  by  normal-rate  traffic.  As  the  normal-rate  traffic 
grows  it  will,  of  course,  be  economical  to  discard  the  low-rate 
traffic. 

In  the  case  of  a  manufacturing  industry  a  firm  can  economi¬ 
cally  dump  surplus  production  at  distant  points  or  in  foreign 
countries,  provided  the  surplus  can  be  produced  at  a  cost 
which  is  lower  than  the  price  obtained;  in  short,  "dump¬ 
ing”  is  economical  so  long  as  the  plant  or  firm  has  not  yet 
reached  the  most  efficient  size,  so  long  as  additional  output 
incurs  only  a  slight  added  cost.  Suppose,  for  example,  a 
plant  located  in  Minneapolis  finds  that  the  market  naturally 
tributary  to  it  is  not  large  enough  to  permit  the  most  eco¬ 
nomical  large-scale  production.  The  Minneapolis  plant  will 
then  naturally  seek  to  capture  more  distant  markets  by  lay¬ 
ing  down  a  lower  price  than  its  competitors,  perhaps  lower 
even  than  the  Minneapolis  price.  Price  discrimination  of  this 
sort  is  justifiable  in  so  far  as  such  a  policy  results  in  larger- 
scale  production  at  a  cost  sufficiently  low  to  offset  the  higher 
cost  of  transportation  that  is  necessarily  incurred  as  the  market 
is  widened. 

The  Modern  Organized  Economy.  Wherever  artificial-price 
policies  are  in  effect,  free  and  untrammeled  competition  does 
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not  prevail.  Perfect  competition  and  perfect  monopoly  are 
alike  rare  in  the  business  world  today.  Between  the  two 
extremes  there  are  all  sorts  of  gradations.  Few  products  are 
under  strict  monopoly  control,  but,  on  the  other  hand,  few 
products  reach  the  consumer  without  being  subjected  to  more 
or  less  restraint  of  competition. 

Innumerable  goods  are  protected  from  the  leveling  effects 
1  of  perfect  competition  by  brands  and  trade-marks  as  well  as 
by  patents  and  copyrights.  In  many  cases  the  manufacturer 
^  fixes  the  prices  to  be  charged  by  retailers,  thus  eliminating 
competition  between  retailers  as  to  price.  Trade  associations 
build  up  a  sort  of  "trade  ethics”  which  tends  to  prevent 
underselling.  Open-price  associations  serve  to  standardize 
prices  by  supplying  their  members  with  information  as  to 
costs  and  prevailing  selling  prices.  Trade  unions  affect  the 
cost  of  production  and  hence  the  prices  of  the  products  in 
fields  in  which  they  are  strong.  Farmers’  cooperative  market¬ 
ing  associations  attempt  to  adjust  supply  to  demand  and  at 
times  probably  have  an  influence  on  total  production. 

Let  us  take  the  milk-producers’  associations  as  an  illustration 
of  the  effect  of  organization  on  competition  and  prices.  The 
Twin  Cities  Milk  Producers’  Association  is  an  organization 
composed  of  farmers  who  furnish  milk  for  the  Minneapolis- 
St.  Paul  market.  It  controls  75  per  cent  of  all  the  milk  pro¬ 
duced  in  this  area.  Its  substantial  monopoly  of  the  milk 
supply  gives  it  a  strong  position  in  its  bargaining  relation 
with  the  distributors’  association ;  yet  this  position  by  no 
means  frees  it  from  the  pressure  of  competition  as  a  factor 
in  fixing  the  price.  To  begin  with,  it  is  not  impossible  for  the 
distributors  to  ship  large  quantities  of  milk  in  from  consider¬ 
able  distances.  Moreover,  it  would  not  be  to  the  best  interest 
of  the  milk-producers  themselves  to  raise  the  price  of  milk 
unduly,  for  the  reason  that  an  excessive  price  would  reduce 
the  quantity  sold.  The  problem  would  then  arise  as  to  what 
to  do  with  the  surplus,  because  the  association  does  not  aim 
to  limit  production.  The  surplus  could,  it  is  true,  be  used  to 
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produce  cheese  or  butter,  which  could  be  shipped  into  the 
general  markets.  If  milk-producers’  associations  did  this  sort 
of  thing  all  over  the  country,  however,  the  effect  would  be  to 
depress  unduly  the  prices  of  cheese  and  butter;  thus  what 
would  be  gained  on  milk  would  be  lost  on  butter  and  cheese. 
Furthermore,  such  a  situation  would  tend  to  divert  competi¬ 
tors  from  the  production  of  cheese  and  butter  to  the  produc¬ 
tion  of  milk.  It  is  true  that  if  such  a  policy  were  followed  in 
only  two  or  three  cities,  the  milk-producers  might  profit 
considerably  by  charging  an  abnormally  high  price  for  milk 
and  converting  the  surplus  into  butter  and  cheese  for  the 
general  market.  But  two  reactions  would  inevitably  follow: 
(1)  distant  producers  would  ship  in  their  milk,  and  (2)  an 
aroused  public  would  force  the  government  to  proceed  against 
the  association  as  a  combination  in  restraint  of  trade  and 
contrary  to  public  policy. 

It  is  a  great  mistake,  therefore,  to  assume  that  the  existence 
of  organized  groups  in  our  modern  economic  life  means  that 
the  pressure  of  competition  is  no  longer  a  pervading  one. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  "The  dairy  farmers  within  a  forty-mile  radius  of  the  Twin  Cities 
are  organized  in  the  Twin  Cities  Milk  Producers’  Association,  and  the 
distributors  are  organized  in  the  distributors’  association.  Thus  there 
is  a  double  monopoly,  leaving  the  unorganized  consumers  entirely  help¬ 
less.”  Do  you  agree?  What  factors  safeguard  the  interests  of  the 
consumers  ? 

2.  "Since  farmers’  marketing  associations  are  protected  by  law, 
there  is  no  legal  recourse  against  monopoly  prices  of  products  sold  by 
them.”  Do  you  agree? 

3.  "Farmers’  marketing  associations  are  not  monopolies,  because 
they  do  not  restrict  output.”  Give  arguments  for  or  against  this  view- 

4.  "All  kinds  of  private  businesses  are  being  bought  up  by  banking 
houses.  .  .  .  The  net  effect  ...  is  the  assumption  of  an  absolute  con¬ 
trol  of  intermediaries  —  most  commonly  bankers,  so-called  —  in  place 
of  the  former  responsibility  for  direction  which,  theoretically  at  least, 
rested  upon  the  shoulders  of  the  actual  owners.”  —  Ripley 
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What,  if  any,  is  the  bearing  of  this  "insinuation  of  banking  power 
between  ownership  and  operation”  on  the  monopoly  problem? 

5.  "The  recent  Dodge  Brothers,  Inc.,  is  typical.  A  banking  house 
buys  up  a  private  business  for,  let  us  say,  $146,000,000.  This  sum  and 
more,  it  recovers  by  the  sale  to  the  public  of  $160,000,000  of  bonds, 
preferred  stock,  and  1,500,000  nonvoting  shares  of  'Class  A’  common 
stock.  But  not  a  single  one  of  the  500,000  '  Class  B  ’  voting  common 
shares  is  thus  sold.  The  promoters  have  virtually  paid  themselves  a 
handsome  profit  for  the  assumption  of  the  entire  directorial  power, 
having  mortgaged  the  property  to  the  full  amount  of  its  original  cost, 
including  both  assets  and  capitalized  earning  power.”  —  Ripley 

Is  there  any  reason  to  suppose  that  such  manipulations  will  injure 
the  consumers?  Why,  or  why  not?  Are  such  developments  likely 
to  lead  eventually  to  monopoly  or  quasi-monopoly  in  the  automobile 
business  ?  Give  reasons  for  your  answer. 

6.  "Henry  Ford  has  reached  a  position  where  he  wields  tremendous 
monopoly  power.”  Argue  for  or  against  this  statement. 

7.  In  1920  a  consent  decree  was  entered  into  between  the  govern¬ 
ment  and  the  five  leading  packing  companies.  The  packers  had  ob¬ 
tained  not  only  a  dominant  position  in  the  packing  industry  proper, 
but  also  owned  the  leading  stockyards  and  had  entered  extensively 
into  the  wholesale-grocery  business.  Under  the  terms  of  the  consent 
decree  the  packers  agreed  to  withdraw  from  the  wholesale-grocery 
business  and  to  sell  their  interest  in  the  stockyards.  Later  the  Cali¬ 
fornia  Cooperative  Canneries  Company  asked  to  have  the  decree  modi¬ 
fied  so  that  the  packers  might  continue  to  distribute  their  products. 
This  was  objected  to  by  the  Southern  Wholesale  Grocers’  Association 
and  the  National  Wholesale  Grocers’  Association. 

Would  the  entrance  of  the  packers  into  the  grocery  business  mean 
more  competition,  or  less,  from  the  short-run  point  of  view  ?  in  the 
long  run  ? 

8.  Is  it  likely  that  the  recent  combination  of  baking  companies  will 
be  able  to  establish  a  bread  monopoly  ?  \ V  h y ,  or  why  not  ? 


CHAPTER  XVIII 


PUBLIC  REGULATION  OF  MONOPOLY  PRICES; 

PUBLIC  UTILITIES 

The  Nature  of  a  Public  Utility.  In  the  preceding  chapter  the 
efforts  of  the  public  to  prevent  the  formation  and  continua¬ 
tion  of  monopolies  among  various  types  of  business  have  been 
discussed.  Generally  the  attitude  of  lawmakers  and  of  the 
public  has  been  that  monopoly  is  harmful  to  the  consumers 
and  to  those  who  wish  to  compete  in  the  business  which  be¬ 
comes  monopolized.  In  certain  types  of  production,  however, 
monopoly  is  either  directly  fostered  by  public  authority  or  is 
recognized  as  being  the  inevitable  result  of  the  economic  con¬ 
ditions  under  which  production  is  carried  on.  Aside  from 
monopolies  based  on  patents  and  copyrights,  the  principal 
examples  of  recognized  monopoly  are  found  in  the  field  of 
public  utilities.  Here  the  chief  representative  at  the  present 
time  is  the  railroad.  But  electric  power,  street  transportation, 
the  supply  of  gas  and  water,  the  telephone  and  the  telegraph, 
and  sewage  disposal  are  also  included.  Sewage  disposal  is 
universally  a  free  service  owned  and  controlled  by  municipali¬ 
ties.  Water  supply  is  also  under  public  ownership  in  a  ma¬ 
jority  of  our  cities.  These  services  are  so  closely  involved  with 
the  necessity  for  safeguarding  public  health  that  the  public 
usually  does  not  permit  them  to  be  privately  owned.  There 
are  numerous  exceptions  to  this  rule  in  the  case  of  water  sup¬ 
ply,  however.  All  the  other  public  utilities  can  be  privately 
owned,  and  in  the  United  States  they  are  predominantly  in 
the  hands  of  corporations  whose  objective  is  business  profit. 

The  legal  definition  of  a  public  utility  is  easily  stated  but 
difficult  to  apply  in  particular  cases.  In  general  any  business 
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becomes  a  public  utility  when  it  can  be  shown  that  it  is  "  af¬ 
fected  with  a  public  interest.”  Reduced  to  simplest  terms,  a 
business  is  affected  with  a  public  interest  if  it  supplies  a  very 
important  commodity  or  service  (but  it  need  not  be  a  neces¬ 
sity  of  life)  and  when  there  is  danger  of  monopoly  of  the  serv¬ 
ice.  When  these  conditions  exist  the  legislature  may  step  in 
and  impose  regulations  governing  the  kind  and  quality  of 
service  and  the  prices  that  may  be  charged  for  it.  The  imme¬ 
diate  decision,  whether  importance  of  the  service  and  danger 
of  monopoly  are  present  to  a  degree  that  warrants  regulation, 
is  the  function  of  the  legislature;  but  in  the  United  States 
the  final  decision  rests  with  the  Supreme  Court  of  the  United 
States.  Historical  precedent  plays  a  part  in  these  decisions. 
Railroads  have  always  been  held  to  be  affected  with  a  public 
interest,  and  this  has  been  true  of  all  municipal  utilities  that 
require  special  permits  to  use  public  streets. 

If  we  go  back  several  hundred  years  in  the  history  of  Eng¬ 
lish  institutions,  we  find  that  the  charges  of  a  large  number 
of  businesses  were  subject  to  regulation.  One  reason  for  this 
condition  was  the  greater  likelihood  of  monopolization.  The 
absence  of  cheap  transportation  and  the  lack  of  communica¬ 
tion,  the  lack  of  adequate  methods  of  finance  provided 
through  the  modern  banking  system,  and  the  greater  preva¬ 
lence  of  legal  and  customary  restrictions  on  the  process  of 
entering  a  trade  made  the  establishment  of  local  monopolies 
much  easier  than  in  the  early  years  of  the  present  capitalistic 
era.  With  the  widening  of  the  market  and  the  growth  of  the 
competitive  spirit  in  business,  both  of  which  accompanied  the 
Industrial  Revolution,  the  amount  of  governmental  regula¬ 
tion  declined.  Freedom  of  enterprise  came  to  be  regarded  as 
essential  to  efficient  production  and  to  economic  progress. 

But  with  the  development  of  capitalism  the  nature  of  com¬ 
petition  gradually  became  different  from  what  it  was  in  the 
early  nineteenth  century.  The  use  of  large  amounts  of  special¬ 
ized  capital  made  competition  more  dangerous  to  the  com¬ 
petitors  ;  the  economies  of  large-scale  production  limited  the 
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number  of  competitors  in  many  industries  and  made  com¬ 
bination  easier;  and  the  development  of  modern  financial 
institutions,  such  as  the  corporation,  the  stock  exchange,  and 
the  banking  system,  facilitated  the  acquisition  and  retention 
of  control  of  competing  concerns.  These  forces  have  tended 
to  restrict  competition  in  many  kinds  of  production,  and  they 
have  affected  public  utilities  as  well  as  manufacturing  and 
merchandising.  Railroads  have  combined  into  large  systems, 
one  company  controls  the  major  part  of  the  telephone  service 
of  the  entire  country,  and  the  supply  of  gas  and  electric  cur¬ 
rent  is  dominated  by  a  small  number  of  corporations,  which 
are  connected  through  holding  companies  and  other  intercor¬ 
porate  relations.  Yet,  although  the  organization  of  holding 
companies  and  the  development  of  other  methods  of  combi¬ 
nation  in  the  field  of  public  utilities  are  undoubtedly  but  a 
part  of  the  general  movement  toward  centralization,  there 
are  certain  economic  reasons  why  a  public  utility  tends  to 
become  a  monopoly  within  the  territory  which  it  serves. 

Economic  Characteristics  of  Public  Utilities.  In  the  first  place, 
public  utilities  are  likely  to  become  monopolies  because  the  ' 
principle  of  increasing  returns  operates  strongly  in  the  pro¬ 
duction  of  such  services.  As  has  been  emphasized  in  the  dis¬ 
cussion  of  decreasing  cost,  a  great  density  of  traffic  is  required 
to  enable  a  railroad  to  bring  its  unit  costs  to  the  lowest  point. 
The  same  is  true  of  the  supply  of  electric  current.  In  both 
these  utilities  the  amount  of  fixed,  specialized  capital  is  very 
great,  and  the  possibilities  of  economy  from  the  use  of  large 
mechanical  units  are  numerous.  On  the  other  hand,  a  tele¬ 
phone  exchange  soon  reaches  its  most  economical  size,  and 
thereafter  costs  increase  as  more  and  more  subscribers  are 
connected  with  the  system.  As  far  as  the  manufacture  of  gas 
is  concerned,  decreasing  cost  seems  to  play  a  minor  role. 

The  tendency  toward  monopolization  of  public-utility  serv¬ 
ices  is  also  due  to  peculiar  limits  on  their  power  to  compete  "L- 
for  business..-  A  railroad,  a  street-car  line,  a  gas  company,  or 
a  telephone  system  can  only  offer  service  in  the  restricted  v 
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territory  where  its  lines  are  located.  A  manufacturer  is,  by 
contrast,  not  so  limited.  If  he  is  undersold  in  one  territory, 
he  may  find  other  markets  for  his  wares  without  much 
additional  expense.  And  the  merchant  who  finds  a  town 
oversupplied  with  stores  can  transfer  to  another  town.  The  in¬ 
ability  of  utilities  to  compete  is  also  restricted  by  the  absence 
of  variety  in  the  commodities  or  services  rendered.  The  manu¬ 
facturer  whose  products  are  being  driven  from  the  market  by 
the  price-cutting  of  rivals  can  usually  change  the  type  of  good 
he  turns  out  and  appeal  to  different  demands  or  to  different 
groups  of  consumers.  The  same  thing  is  true  of  the  mer¬ 
chant.  But  a  railroad  must  carry  freight  and  passengers  or 
quit  business  entirely. 

A  third  peculiarity  of  public  utilities  is  the  fact  that  to 
render  the  services  required  of  them  they  must  encroach  upon 
the  rights  of  other  users  of  land.  A  street-car  line  interferes 
with  automobile  traffic  and  it  depreciates  the  residential  value 
of  adjacent  land.  The  supplies  of  gas  and  water  require  sub¬ 
surface  piping,  which  is  usually  laid  in  the  public  street.  The 
laying  and  repair  of  mains  disturbs  the  surface  of  the  street 
and  interferes  with  traffic.  Telephone  and  electric-power  sys¬ 
tems  make  use  of  wires  which  interfere  with  fire  protection 
and  detract  from  the  utility  of  residential  property.  Because 
of  these  encroachments  on  the  utilization  of  land  by  other 
property-owners  and  by  the  public,  municipal  utilities  would 
probably  be  given  exclusive  rights  within  certain  areas  even 
if  there  were  no  other  forces  making  for  monopolization.  The 
duplication  of  utility  systems  is  inconvenient  to  the  public 
and  is  also  useless  and  wasteful. 

No  single  characteristic  of  public  utilities  is  sufficient  to 
account  for  monopolization  under  all  conditions.  In  areas  of 
dense  traffic  railroads  are  competitive  businesses,  and  they 
might  remain  so  even  if  the  public  should  withdraw  all  regu¬ 
lation  and  allow  them  to  make  their  own  arrangements ;  or 
at  least  there  would  be  no  more  tendency  for  them  to  com¬ 
bine  than  there  is  for  manufacturers,  whose  plants  require  a 
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large  amount  of  specialized  capital,  to  enter  into  agreements 
to  restrict  competition.  Urban  utilities  which  carry  people 
about  the  city  do  compete  at  the  present  time,  as  is  well 
known.  In  large  places  suburban  railroads,  elevated  roads, 
subways,  and  surface  lines  are  all  more  or  less  in  competition. 

In  all  large  cities  the  bus  lines  compete  with  the  street  cars, 
and  they  compete  with  the  railroad  for  intercity  business. 
Different  concerns  often  compete  for  the  supply  of  electric 
power  to  manufactures,  although  there  is  little  tendency  for 
competition  for  lighting  to  persist.  Monopolization  is  usually 
found  where  the  demand  for  a  given  service  is  not  sufficient  to 
enable  two  competitors  to  produce  at  the  lowest  average  unit 
cost,  or  where  public  convenience  forbids  duplication  of  distri¬ 
bution  systems  (or  service  lines  in  the  case  of  street  cars),  or 
where  a  combination  of  these  conditions  is  present. 

The  public  regulation  of  public  utilities  has  two  principal 
objects  in  view :  (1)  the  regulation  of  charges  to  prevent  the 
exploitation  of  the  consumers  and  to  prevent  discrimination  '  *- 
between  different  consumers;  (2)  the  regulation  of  services 
regarded  as  vital  to  the  health,  the  safety,  or  the  general  wel¬ 
fare  of  the  community.  The  latter  is  chiefly  a  technical 
matter ;  and  though  it  has  many  economic  bearings,  we  shall 
confine  further  discussion  of  regulation  to  problems  of  public- 
utility  rate-making. 

Regulation  of  Public-Utility  Earnings.  The  making  of  public- 
utility  rates  is  an  exceedingly  complex  problem.  Here  we 
shall  not  attempt  more  than  a  general  treatment  of  the  sub¬ 
ject,  and  in  this  treatment  we  shall  go  only  as  far  as  is  neces¬ 
sary  to  show  in  a  typical  case  —  that  of  railroad  rates  —  the 
operation  of  economic  principles  in  public  regulation  of  this 
type  of  monopoly. 

The  first  problem  which  confronts  public  authorities  is  the 
amount  of  income  that  the  property  of  public-utility  corpora¬ 
tions  shall  be  allowed  to  gain  from  the  services  they  render. 

In  court  decisions  it  is  commonly  held  that  the  investors  in 
public  utilities  are  entitled  to  a  "reasonable  return”  on  the 
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"fair  value”  of  the  property  devoted  to  the  service  of  the 
public.  This  could  easily  be  applied  if  the  two  factors  "reason¬ 
able  return  ”  and  "  fair  value  ”  could  be  accurately  defined.  The 
determination  of  reasonable  return  involves  relatively  little 
difficult  economic  reasoning,  although  the  actual  application  of 
the  definition  is  often  more  complicated.  In  general  it  is  agreed 
that  the  investors  must  be  allowed  a  return  which  will  equal 
the  return  they  could  obtain  in  competitive  businesses  of  equal 
risk.  The  reasoning  by  which  this  principle  is  established  is 
simple.  If  the  return  is  below  the  level  of  the  return  in  other 
businesses,  the  utility  corporations  will  be  unable  to  obtain  new 
capital  for  expansion,  and  the  public  will  suffer  from  lack  of 
railroad  service,  street-car  service,  and  so  on.  If  the  return  is 
above  the  competitive  level,  the  consumers  are  being  exploited 
by  the  monopoly,  and  the  investors  are  receiving  more  than 
is  necessary  to  induce  them  to  offer  capital  for  expansion.  It 
has  been  decided  by  the  courts  in  many  cases  that  to  fail  to 
allow  the  investors  such  a  fair  return  on  their  investment  is  a 
taking  of  property  without  due  process  of  law  and  therefore 
in  violation  of  the  Federal  Constitution.  In  this  instance  the 
legal  reasoning  and  the  economic  reasoning  are  in  agreement. 

The  principal  difficulty  in  the  determination  of  the  earnings 
to  be  allowed  a  public  utility  is  the  finding,  of  the  fair  value 
of  the  property  devoted  to  the  service  of  the  public.  As  yet 
neither  the  courts  nor  the  economists  nor  the  experts  in  the 
management  of  the  utilities  have  been  able  to  agree  upon  a 
practicable  rule  for  the  determination  of  fair  value.  Within 
each  of  these  groups  there  is  still  further  lack  of  agreement. 
Here  we  are  concerned  primarily  with  the  economic  aspects 
of  the  different  attempts  to  set  up  a  rule  for  the  guidance  of 
public  officials  who  are  required  by  law  to  establish  the  rates 
which  will  allow  only  a  fair  return  on  the  fair  value  of  public- 
utility  properties. 

Market  Value  of  Utility  Property.  It  was  once  suggested  that 
the  same  rule  should  be  applied  to  these  properties  that  is  fre- 
auently  made  use  of  in  the  valuation  of  competitive  businesses. 
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The  value  of  the  agents  of  production  depends  on  their  pro¬ 
spective  earnings  and  on  the  rate  of  interest ;  in  other  words, 
the  sale,  value  of  a  factory  is  its  present  worth  as  a  going  con-  fog 
cem.  If  all  parts  of  the  factory  are  reproducible,  this  value 
will  not,  of  course,  be  very  much  above  the  cost  of  reproduc¬ 
tion.  But  it  may  be  very  much  below  that  cost  if  the  plant 
contains  some  out-of-date  equipment,  or  if  the  industry  is 
overbuilt,  or  if  the  plant  is  improperly  located,  or  if  the  man¬ 
agement  in  the  past  has  been  inefficient.  But,  whatever  the 
cost,  the  present  worth  of  prospective  earnings  is  the  funda¬ 
mental  factor  in  the  determination  of  the  market  value  of 
competitive  businesses. 

This  rule  is,  however,  not  applicable  to  public-utility  prop¬ 
erties  because  they  are  monopolies.  In  the  absence  of  public 
regulation  their  earnings  are  not  limited  to  a  fair  return  on  the 
competitive  value  of  the  property.  But  these  earnings  will  be 
capitalized  at  the  rate  of  interest  current  in  competitive  busi¬ 
ness.  The  result  is  that  without  regulation  utility  properties 
may  have  a  value  as  going  concerns  far  above  the  competitive 
value  of  the  agents  of  production  they  employ.  But  one  pur¬ 
pose  of  regulation  is  to  prevent  the  earning  of  monopoly 
revenue  by  the  utility ;  and  this  could  not  be  done  by  allow¬ 
ing  a  corporation  that  is  being  brought  under  regulation  for 
the  first  time  to  capitalize  its  monopoly  profit. 

When  regulation  has  been  in  force  for  some  time,  the  earn¬ 
ings  of  the  corporation  depend  upon  the  rates  which  the  regu¬ 
latory  body  has  imposed.  To  capitalize  these  earnings  for  the 
purpose  of  ascertaining  the  fair  value  of  the  property  is  to 
assume  that  regulation  in  the  past  has  been  correct.  But  the 
question  before  the  regulatory  body  is  to  determine  whether 
the  regulation  has  or  has  not  been  correct.  To  take  the  market 
value  of  the  property  or  the  market  value  of  the  stocks  and 
bonds  of  the  corporation  as  the  fair  value  upon  which  the  cor¬ 
poration  shall  be  allowed  a  fair  return  is  to  reason  in  a  circle. 

Original  Cost.  Another  theory  holds  that  the  fair  value  of 
utility  property  can  only  be  established  by  getting  at  the 
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original  cost  of  . the  property  minus  depreciation  due  to  obso¬ 
lescence  and  to  wear  and  tear.  How  much  money  was  actually 
invested  in  the  right  of  way,  in  roadbed,  ties,  rails,  engines, 
cars,  stations,  etc.?  Regardless  of  the  securities  that  were 
issued,  how  much  money  was  actually  paid  over  to  the  cor¬ 
poration  and  invested  in  railroad  property  ?  From  the  stand¬ 
point  of  this  theory  fair  value  is  the  actual  investment  value 
minus  depreciation. 

At  first  thought  this  appears  to  give  an  easy  and  satisfac¬ 
tory  solution,  but  further  examination  shows  that  the  problem 
is  not  so  simple.  To  begin  with,  certain  practical  difficul¬ 
ties  at  once  present  themselves.  The  actual  investment  can 
seldom  be  accurately  determined,  simply  because  account¬ 
ing  records  are  not  complete.  A  great  deal  of  data  of  this 
sort  has  been  gathered  by  the  Interstate  Commerce  Com¬ 
mission,  but  it  is  doubtful  if  it  is  accurate  enough  to  give  a 
complete  valuation  of  railroad  property  from  the  standpoint 
of  original  cost. 

Moreover,  certain  theoretical  difficulties  appear.  Are  we  to 
include,  in  the  fair  value  of  the  railroads  and  other  utilities, 
property  derived  from  excessive  earnings?  Clearly  an  actual 
investment  was  made  in  this  property,  but  it  came  out  of  the 
earnings  of  the  corporation  and  not  out  of  individual  invest¬ 
ments.  If  the  excess  earnings  were  due  to  exorbitant  rates, 
it  has  been  argued  that  we  should  not  permit  the  reinvested 
capital  so  derived  to  be  counted  as  part  of  the  fair  value  of 
the  property.  According  to  this  point  of  view,  if  we  permit 
the  utilities  to  make  a  fair  return  on  capital  derived  from  past 
unreasonably  high  rates,  we  are  reasoning  in  a  circle  just  as 
truly  as  though  we  attempt  to  arrive  at  a  fair  value  on  a 
market- value  basis.  If  we  permit  a  high  valuation  as  a  result 
of  past  high  rates,  then  we  are  allowing  the  rates  in  the  future 
to  remain  high  because  the  rates  in  the  past  were  too  high. 

But  now  let  us  suppose  that  these  excessive  earnings  have 
been  distributed  to  the  stockholders.  This,  of  course,  would 
be  entirely  legal.  The  stockholders,  let  us  suppose,  buy  addi- 
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tional  securities  with  the  funds  so  distributed,  which  the 
utility  in  turn  invests  in  additional  plant.  Shall  this  property 
be  allowed  as  part  of  the  fair  value?  It  is  difficult  to  see  how 
it  could  reasonably  be  excluded.  At  any  rate,  as  a  practical 
proposition,  it  would  be  absolutely  impossible  to  do  so,  since 
no  one  could  discover  the  source  of  the  individual  incomes 
invested  in  these  securities.  But  if  these  excessive  earnings 
are  to  be  counted  as  part  of  the  fair  value  when  reinvested 
by  stockholders,  why  not  count  them  when  reinvested  by 
the  corporation  itself  ?  There  is,  however,  this  difference : 
if,  indeed,  a  high-dividend  rate  had  been  established,  it  is  not 
improbable  that  the  public  would  have  insisted  on  a  reduc¬ 
tion  in  rates,  thus  preventing  the  excessive  earnings.  So  long 
as  the  surplus  earnings  were  being  put  back  into  the  business 
the  public  was  not  fully  aware  of  the  fact  that  the  earnings 
were  really  excessive.  Nor  is  it  sufficient  defense  to  say  that 
this  surplus  is  the  property  of  the  utility  corporations,  for  no 
property  right  is  unlimited.  The  public,  which  has  provided 
this  surplus  through  the  payment  of  excessive  rates,  has  an 
interest  in  the  property.  This  argument  is  greatly  weakened, 
however,  if  the  rates  in  question  were  already  regulated  by 
the  government.  The  Interstate  Commerce  Commission  has, 
in  fact,  passed  upon  this  question  in  two  important  cases. 
The  Chicago,  Burlington  and  Quincy  Railroad  and  the  Dela¬ 
ware,  Lackawanna  and  Western  Railroad  asked  to  be  per¬ 
mitted  to  capitalize  the  reinvested  surplus  by  an  issue  of 
stock  dividends.  The  Commission  granted  these  requests, 
declaring  that  there  was  no  proof  that  the  surplus  had  re¬ 
sulted  from  excessive  rates,  since  the  rates  had  been  con¬ 
trolled  by  regulating  bodies  and  were  substantially  the  same 
as  these  charged  by  competing  lines. 

Even  though  there  had  been  no  rate  regulation  the  Com¬ 
mission  contended  that  the  surplus  could  properly  be  capital¬ 
ized.  It  said:  "Where  the  public  has  found  it  expedient  to 
adopt  a  laissez-faire  policy  to  encourage  utility  development, 
it  cannot  be  said  that  profits  have  been  illegally  collected  in 
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the  absence  of  regulation.  The  title  to  the  surplus  has  vested 
without  limitation  or  condition  in  the  corporation  and  bene¬ 
fits  the  shareholder.  The  doctrine  of  implied  trust  sometimes 
applied  by  courts  and  commissions  to  donated  property  has 
no  application  to  excessive  return,  for  the  payment  of  rates 
carried  with  it  no  requirement  that  the  funds  be  left  in  the 
business  or  used  for  the  public  benefit.  Its  strained  applica¬ 
tion  to  carriers  who  have  made  additions  and  betterments 
from  surplus  would  only  penalize  those  who  came  nearest  to 
benefiting  the  public.  The  surplus  from  income  was  unre¬ 
stricted  legal  property  of  the  company,  and  ceased  to  be 
funds  of  the  public,  before  the  decision  to  divert  it  to  either 
dividends  or  additions  and  betterments  was  made.” 

Similarly,  in  the  Consolidated  Gas  case  in  New  York  City 
the  court  held  that  profits  made  under  the  supervision  of  a 
regulating  commission  were  presumably  reasonable  and  the 
earnings  therefore  had  become  the  private  property  of  the  cor¬ 
poration.  On  the  other  hand,  prior  losses  cannot  be  included 
in  the  valuation  entitled  to  a  return. 

This  brings  us  to  the  difficult  question  of  the  bonuses  of 
money  and  land  which  the  railroads  received  from  the  various 
governments  —  local,  state,  and  Federal.  Most  of  the  land 
has  since  been  sold  and  a  part  of  the  proceeds  has  been  in¬ 
vested  in  railroad  property.  Such  property  certainly  con¬ 
stitutes  an  actual  investment,  but  the  investment  was  not 
made  by  the  stockholders  and  bondholders  but  by  the  public. 
It  has  therefore  been  argued  by  those  who  support  the  original- 
cost  theory  that  property  so  derived  should  not  be  included 
in  a  fair  value  of  the  property,  for  although  these  gifts  were 
made  to  help  the  railroads  in  building  their  lines,  it  was  never 
the  intention  of  the  public  to  allow  the  earning  of  income 
on  property  derived  from  these  gifts.  The  lands  were  not 
granted  to  enrich  stockholders,  but  to  help  toward  building 
needed  railroad  systems.  The  stockholders  should  not  be 
permitted,  it  is  said,  to  enrich  themselves  out  of  revenues 
derived  from  railroad  property  purchased  from  the  proceeds 
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of  the  sale  of  these  lands.  Such  property  may  be  said  to 
belong,  in  a  sense,  to  the  public,  since  it  was  obtained  from 
public  funds ;  and  therefore  the  railroad,  it  is  argued,  should 
not  be  permitted  to  earn  any  revenue  on  this  property.  Such 
property  should  therefore  not  be  counted  as  part  of  the  fair 
value  on  which  a  fair  return  may  be  allowed,  since  the  security 
holders  made  no  actual  investment  in  this  property. 

On  the  other  hand,  it  may  be  said  that  these  lands  were 
granted  to  induce  individuals  to  invest  in  railroad  shares  when 
the  roads  were  to  be  built  through  new  territories.  They  were 
of  little  value  at  the  time,  but  it  was  expected  that  they  would 
become  valuable  in  the  future.  The  stockholders  were  expected 
to  take  small  returns,  or  losses  even,  during  the  early  years  and 
make  them  up  when  the  lands  became  valuable. 

Another  difficult  question  connected  with  the  original-cost 
theory  has  to  do  with  fluctuations  in  the  value  of  money.  If 
we  take  the  original  cost  as  the  fair  value,  shall  we  consider 
the  number  of  dollars  actually  invested  or  shall  we  consider 
the  purchasing  power  of  the  dollars  invested?  If  we  take  the 
number  of  dollars,  a  rise  in  the  price  level  will  result  in  a 
large  confiscation  of  railroad  property,  and  the  real  return 
will  be  far  below  a  fair  return  on  the  purchasing  power  of  the 
investment  made.  In  the  Southwestern  Bell  case  the  United 
States  Supreme  Court  held  that  the  existing  rates  were  con¬ 
fiscatory,  in  part  on  the  ground  that  no  allowance  had  been 
made  for  the  great  advance  in  prices.  The  position  of  the 
court  with  respect  to  this  matter  is,  however,  by  no  means 
clear;  nor  is  there  agreement  among  legal  writers,  econo¬ 
mists,  accountants,  and  engineers.  The  Interstate  Commerce 
Commission  has,  however,  in  the  St.  Louis  and  O’Fallon  case, 
settled  upon  the  1914  price  level  as  the  basis  for  its  tentative 
valuations. 

Cost  of  Reproduction.  In  the  St.  Louis  and  O’Fallon  case  the 
railroad  advanced  the  cost-of-reprcduction  theory.  According 
to  this  theory  the  fair  value  is  to  be  determined  not  by  what 
the  property  originally  cost,  but  by  what  it  would  cost  to 
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replace  it  now.  As  now  applied  in  rate  cases  this  theory  occu¬ 
pies  a  ground  quite  the  opposite  of  the  original-cost  theory. 
It  disposes  of  the  price-level  controversy  by  adopting  present 
cost  instead  of  the  original  cost.  It  obviously  includes  in  the 
fair  value  the  reinvested  surplus  as  well  as  railroad  property 
derived  from  the  sale  of  the  land  grants.  It  does  not  look  into 
the  source  of  railroad  property,  but  asks  the  question  What 
would  it  cost  to  replace  this  property  now  ? 

This  theory,  however,  encounters  new  difficulties.  Shall  we 
take  the  cost  of  replacing  the  existing  property  by  new  prop¬ 
erty  throughout,  or  shall  we  allow  only  the  cost  of  replacement 
minus  depreciation?  Many  railroad  officials  contend  that 
nothing  should  be  deducted  for  depreciation,  since  renewals  and 
upkeep  constantly  keep  the  road  in  as  fit  condition  as  though 
it  were  new.  However,  in  1907  the  Interstate  Commerce  Com¬ 
mission  made  provision  in  the  classification  of  operating  ex¬ 
penses  for  depreciation  on  equipment,  and  in  1914  provision 
was  made  for  depreciation  of  fixed  property  as  well  as  equip¬ 
ment.  Moreover,  in  its  valuation  reports  it  has  taken  account 
of  depreciation  of  the  various  items  of  railroad  property. 

In  the  opposite  direction,  what  shall  be  done  with  property 
that  has  appreciated  in  value  ?  This  question  is  of  special  im¬ 
portance  in  the  case  of  land.  According  to  the  original-cost 
theory,  appreciation  of  land  value  should  not  be  taken  account 
of,  but  the  cost-of-reproduction  theory  includes  appreciation 
in  determining  fair  value.  This  would  permit  all  utilities  to 
charge  higher  rates  merely  because  the  lands  they  use  have 
gone  up  in  value.  In  its  tentative  valuations  the  Interstate 
Commerce  Commission  has  included  present  value  of  common- 
carrier  lands  (present  value  being  estimated  from  the  present 
average  market  price  of  adjoining  lands)  as  part  of  the  fair 
value. 

In  the  Valuation  Act  passed  by  Congress  in  1913  the  Inter¬ 
state  Commerce  Commission  was  directed  to  consider  the 
original  cost  to  date,  the  cost  of  reproduction  new,  the  cost 
of  reproduction  less  depreciation,  and  all  other  elements  of 
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value,  if  any.  The  Commission  organized  a  Bureau  of  Valua¬ 
tion,  which  proceeded  to  take  a  census  of  all  railroad  property. 
This  enormous  task  has  not  as  yet  been  completed.  The 
Commission,  as  we  have  seen,  has  issued  a  number  of  tentative 
valuations  which  appear  to  adopt,  in  large  part,  the  cost-of- 
reproduction-less-depreciation  theory,  and  it  has  set  a  tenta¬ 
tive  valuation  of  all  railroad  property  at  $18,900,000,000. 

Specific-Rate  Principles.  We  now  turn  to  the  question  of 
specific  rates ;  that  is,  the  rates  on  each  type  of  service.  We 
speak  of  the  general  level  of  rates  just  as  we  speak  of  the 
general  level  of  wages.  Similarly,  specific  rates  have  to  do 
with  the  rates  on  each  separate  shipment  in  the  case  of  rail¬ 
roads  and  on  each  class  of  service  in  the  case  of  other  utilities, 
just  as  specific  wages  have  to  do  with  the  wages  of  each  type 
of  labor  in  the  different  localities.  From  an  economic  stand¬ 
point  the  general  level  of  rates  must  be  high  enough  to  give  a 
fair  return  on  a  fair  value,  or,  in  other  words,  the  total  reve¬ 
nues  must  be  sufficient  to  pay  all  costs,  including  a  fair  return 
on  invested  capital.  It  might  be  supposed  that  having  de¬ 
termined  the  value  of  the  property  the  cost  of  any  given 
service  was  a  simple  matter.  As  a  matter  of  fact,  however,  it 
is  exceedingly  difficult  to  determine  the  cost  of  any  utility 
service  or  any  freight  shipment.  How  much  of  the  cost  of  the 
roadbed,  the  locomotive,  the  fuel,  the  wages  of  the  train  crew, 
the  terminal  facilities,  the  salaries  of  the  officials  and  office 
force,  and  the  like  should  be  allocated  to  any  particular  ship- 
.  ment?  If  rates  are  somewhat  in  proportion  to  distance,  it  is 
clear  that  in  so  far  such  rates  are  at  least  a  partial  application 
of  the  cost-of-service  principle.  Thus  the  freight  rates  in  the 
Eastern  territory  are  based  on  the  New  York-Chicago  rate  and 
are  proportional  to  distance. 

On  the  other  hand,  in  the  Southern  and  Western  territories 
the  distance  principle  is  to  a  large  extent  violated.  In  the 
South,  before  1916,  many  important  points  known  as  basing 
points  were  given  exceptionally  favorable  rates.  Thus  the 
rate  from  New  York  to  X,  located  in  the  vicinity  of  Atlanta, 


300 


PRINCIPLES  OF  ECONOMICS 


was  the  New  York  to  Atlanta  rate  plus  the  rate  from  Atlanta 
to  X,  even  though  the  distance  from  New  York  to  X  were  less 
than  the  distance  from  New  York  to  Atlanta.  Since  1916 
blanket  rates  for  certain  areas  have  been  introduced.  Rates 
from  the  East  to  intermountain  towns  were  formerly  higher 
than  the  rates  to  Pacific-coast  towns  because  of  the  water  com¬ 
petition  by  way  of  the  Panama  Canal.  In  recent  years  these 
rates  have  been  equalized.  Similarly,  all  places  east  of  the 
Mississippi  River  pay  the  same  rate  to  the  Pacific  coast  and 
intermountain  towns  regardless  of  the  distance.  Pacific-coast 
commodities,  such  as  fruit,  lumber,  wool,  and  fish,  pay  a 
blanket  rate  ("postage-stamp  system")  to  all  points  east  of 
the  Rocky  Mountains. 

Moreover,  the  cost  principle  is  violated  as  to  different  com¬ 
modities.  The  rates  on  high-grade  and  expensive  commodities, 
such  as  cutlery  or  jewelry,  are  much  higher  per  pound  or  per 
unit  of  space  occupied  than  are  the  rates  on  sand,  coal,  or  iron 
ore.  Such  differentiation  cannot  be  justified  on  the  basis  of 
the  cost-of-service  principle.  The  principle  applied  is  rather 
the  one  common  to  monopolies  —  what  the  traffic  will  bear. 
Expensive  commodities  are  charged  a  higher  rate  than  are 
cheap,  bulky  commodities,  because  a  higher  rate  can  be 
charged  without  losing  the  shipment ;  whereas  if  a  higher  rate 
were  charged  on  coal,  iron  ore,  or  sand,  the  commodity  could 
probably  not  be  shipped  at  all  with  profit  to  the  producers. 
Thus  the  structure  of  rates  on  American  railroads  is  largely  an 
outgrowth  of  the  policy  of  charging  what  the  traffic  will  bear. 

It  should  be  noted  that  charging  what  the  traffic  will  bear 
often  means  an  exceptionally  low  charge,  but  it  will  never  fall 
permanently  below  the  additional  cost  incurred  in  hauling  the 
commodity.  If  a  commodity  cannot  contribute  something  to¬ 
ward  the  general  expenses,  it  will  not  be  worth  while  to  haul  it 
at  all.  On  the  other  hand,  expensive  articles  will  stand  a  charge 
far  in  excess  of  their  proportional  share  of  the  total  expense. 

Without  public  regulation  a  railroad  will  naturally  tend  to 
charge  for  each  commodity  a  rate  that  will  yield  the  maximum 
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net  income.  Under  public  regulation  the  commodities  that 
can  stand  only  a  small  charge  will  not  be  materially  affected. 
The  commodities  that  will  stand  a  heavy  charge  will  be  re¬ 
duced  so  that  the  general  level  of  rates  will  not  yield  a  net 
revenue  in  excess  of  a  fair  return  on  a  fair  value  of  the  property. 
Strictly  speaking,  public  regulation  may  result  in  the  reduction 
of  any  rate  which  is  above  the  variable  cost ;  that  is,  the  added 
cost  incurred  in  handling  the  commodity.  On  the  other  hand, 
many  rates  must  be  left  considerably  above  the  total  average 
cost  of  handling  the  commodity  in  order  to  make  up  for  the  rates 
that  fall  below  the  total  average  cost  for  certain  commodities. 

How  Railroad  Rates  are  Actually  Made.  The  present  railroad- 
rate  structure  is  a  product  of  historical  growth.  It  has  been 
established,  in  the  main,  by  the  railroads  themselves.  The 
railroads  must,  however,  file  their  schedule  of  rates  with 
the  Interstate  Commerce  Commission,  and  they  cannot  de¬ 
part  from  these  published  rates  except  after  thirty  days’ 
notice.  But  the  Interstate  Commerce  Commission  has  the 
power  to  suspend  any  proposed  changes  in  rates  for  a  total 
period  of  five  months,  and  upon  examination  it  may  set  aside 
the  rates  filed  by  the  railroads  and  substitute  a  new  rate. 
The  railroads  may  appeal  to  the  courts  for  a  review  of  the 
rates  established  by  the  Commission.  If  the  rates  can  be  shown 
to  be  so  low  that  they  amount  to  a  confiscation  of  railroad 
property,  the  courts  will  set  them  aside  as  unconstitutional, 
because  such  rates  amount  to  a  taking  of  property  without 
compensation.  Thus  the  railroads  make  the  rates  in  the  first 
instance  ;  the  Interstate  Commerce  Commission  has  the  power 
to  review  them,  to  set  them  aside  if  they  are  unreasonable, 
and  to  establish  new  rates.  The  rates  thus  established  may  be 
set  aside  by  the  courts  if  they  can  be  shown  to  be  confiscatory. 

The  Transportation  Act  of  1920.  The  Transportation  Act  of 
1920  directed  the  Commission  to  adjust  rates  so  that  the 
carriers  as  a  whole  or  in  each  rate  territory  may  earn  a  fair 
return  on  the  fair  value  of  the  property.  The  Commission  in 
1922  held  that  5f  per  cent  should  be  considered  a  fair  rate  of 
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return.  This  does  not  mean,  however,  that  the  government 
guarantees  the  railroads  a  rate  of  5f  per  cent  on  a  fair  value 
of  their  property :  the  government  does  not  engage  to  make 
up  any  deficit.  It  is  intended  that  the  Commission  shall  allow 
sufficiently  high  rates  to  permit  an  average  return  of  5f  per 
cent  on  common-carrier  property.  But  if  any  or  all  of  the 
railroads  fail  in  any  one  year  to  make  this  5f  per  cent,  the 
government  is  under  no  obligation  to  make  up  the  deficit. 
Nor  is  it  expected  that  each  individual  railroad  will  be  able  to 
earn  the  5f  per  cent:  some  will  average  less;  others  will 
average  more.  It  is  only  anticipated  that  rates  should  be 
sufficiently  high  so  that  the  average  for  all  the  roads  may 
equal  5f  per  cent,  and  even  this  average  rate  is  only  aimed  at 
but  not  assured.  In  fact,  in  1920  the  railroads  of  Class  I  earned 
only  0.09  per  cent  on  their  investment;  in  1921  they  earned 
only  2.91  per  cent.  In  1922,  1923,  1924,  1925,  1926,  and  1927 
the  earnings  were  3.6,  4.4,  4.3,  4.9,  5.1,  and  4.5  per  cent  respec¬ 
tively.  Moreover,  if  any  individual  railroad  should  make  more 
than  6  per  cent  in  any  one  year,  the  government  is  entitled  to 
take  half  the  excess,  and  out  of  the  fund  so  derived  to  assist 
lines  that  are  necessary,  but  unable  to  make  earnings. 

Federal  Control  over  Security  Issues.  The  Act  of  1920  recog¬ 
nizes  for  the  first  time  the  importance  of  Federal  control  over 
the  issue  of  securities.  Although  railroads  should  be  permitted 
to  earn  a  fair  return  on  a  fair  value  only,  regardless  of  the  out¬ 
standing  issue  of  securities,  yet  the  fact  remains  that  a  rail¬ 
road’s  policies  are  influenced  by  a  desire  to  pay  dividends  on  its 
stock  even  though  the  capitalization  does  not  correspond  to  the 
fair  value.  The  Transportation  Act  of  1920  therefore  grants 
exclusive  power  to  the  Commission  to  regulate  the  issue  of 
securities  of  interstate  railroads.  Moreover,  the  Commission 
is  granted  control  over  the  manner  in  which  the  proceeds  are 
employed. 

Railroad  Consolidation.  The  Act  of  1920  contemplates  the 
ultimate  consolidation  of  the  railroads  into  a  few  great  systems. 
There  are  many  weak  roads  that  find  it  difficult,  if  not  im- 
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possible,  to  earn  a  fair  return  on  their  property.  When  rate 
adjustments  are  in  progress  these  weak  roads,  with  their  in¬ 
sufficient  earnings,  afford  opportunity  for  an  argument  in  favor 
of  rate  advances,  even  though  the  stronger  roads  are  earning  a 
good  return  on  their  property.  If  certain  weak  roads  were 
consolidated  with  certain  strong  roads  into  single  systems,  the 
problem  of  adjusting  rates  to  a  fair  return  on  the  fair  value  of 
the  entire  property  would  be  greatly  simplified.  Under  the 
1920  act  the  Commission  was  directed  to  prepare  a  plan  for 
consolidation,  but  any  plan  adopted  by  it  was  not  made  com¬ 
pulsory  on  the  railroads.  Under  the  direction  of  the  Com¬ 
mission,  Professor  William  Z.  Ripley  prepared  a  plan  for  the 
complete  consolidation  of  the  entire  railroad  structure  into 
nineteen  huge  systems.  Hearings  on  this  plan  have  been  held 
as  required  by  statute.  Competition  must,  according  to  the 
act,  be  preserved  as  fully  as  possible.  It  is  therefore  impossible 
to  consolidate  all  the  railroads  in  any  one  geographical  area. 
Moreover,  the  consolidations  are  to  be  made  in  such  a  way 
that  the  various  systems,  while  charging  the  same  rates,  may 
nevertheless  be  able  to  earn  substantially  the  same  rate  of 
return  on  the  fair  value  of  their  respective  properties.  There 
are  many  difficulties  in  the  way;  and  it  is  not  likely  that 
voluntary  consolidation,  such  as  the  act  contemplates,  will  in 
the  end  prove  successful. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 


1.  The  following  table1  indicates  the  development  of  railroads  in 
the  United  States  from  1890  to  1920.  Compare  with  the  growth 
of  population. 


Property 

Tons  of  Freight 

Passengers 

Invested 

Carried  1  Mile 

Carried  1  Mile 

(in  Millions) 

(in  Millions) 

(in  Millions) 

1890  . 

$  7.8 

76 

12 

1920  . 

19.8 

410 

47 

i  See  Report  of  the  Joint  Commission  of  Agricultural  Inquiry,  Part  III.  Data 
given  in  the  following  problems  are  also  taken  from  this  report. 
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2.  The  railroads  purchased  3,600,000  tons  of  rails  in  1906,  2,500,000 
tons  in  1920,  and  2,200,000  tons  in  1921.  What  conclusions  do  you 
draw  from  these  figures  ? 

3.  The  following  table  gives  (in  thousands)  the  number  of  carloads 
of  different  commodities  loaded  in  1921 : 


Grain  and  grain  products . 2,281 

Live  stock . 1,495 

Coal . 7,934 

Forest  products . 2,483 

Ore .  904 

Merchandise . 10,677 


4.  The  train  revenue  from  freight  service  amounted  in  1920  to 
$4,300,000,000,  and  the  passenger  revenue  to  $1,300,000,000. 

5.  From  1916  to  1920  the  trend  of  railroad  stocks  was  downward 
and  the  trend  of  industrial  stocks  was  upward.  How  can  you  account 
for  this? 

6.  The  replacement  value  of  all  graded  and  surfaced  roads  in  the 
United  States  in  1921  was  $1,800,000,000.  Compare  this  with  railroad 
property. 

7.  In  Canada  there  are  two  main  railroad  systems  :  (1)  the  Canadian 
National  Railways,  composed  of  those  lines  which  have  been  unable 
to  finance  themselves  and  which  the  government  has  been  forced  to 
take  over  in  order  to  maintain  the  service ;  (2)  the  Canadian  Pacific 
Railway  Company,  privately  owned  and  operated.  What  considera¬ 
tions  would  have  to  be  borne  in  mind  in  comparing  the  government 
system  with  the  private  system  ? 


CHAPTER  XIX 


SPECULATION  AND  PRICES 

Production  for  the  Future.  The  production  and  sale  of  goods 
under  modern  industrial  conditions  and  for  modern  markets, 
which  sometimes  embrace  the  entire  world,  always  involve 
more  or  less  uncertainty.  Cotton  manufacturers  who  pro¬ 
duce  for  the  domestic  or  the  foreign  market  cannot  foresee 
exactly  the  price  at  which  they  will  sell  their  cloth ;  the 
merchant  who  lays  in  a  stock  of  goods  cannot  tell  in  advance 
the  prices  at  which  his  patrons  will  buy ;  and  the  farmer  can¬ 
not  know  in  advance  the  demand  which  will  exist  for  his 
products  when  they  are  finally  brought  to  the  market  place. 
Inability  to  forecast  demand  is  thus  seen  to  be  one  of  the 
prime  causes  of  business  uncertainty.  And  this  uncertainty 
is  partly  due  to  the  widening  of  the  market.  When  produc¬ 
tion  was  carried  on  to  supply  a  local,  restricted  demand,  un¬ 
certainty  was  far  less.  It  requires  the  exercise  of  much  higher 
powers  of  business  judgment  than  were  necessary  when  most 
enterprises  drew  their  raw  materials  from  sources  near  at  hand 
and  sold  their  products  to  consumers  living  in  a  relatively  small 
geographical  area.  Another  cause  is  the  fact  that  capitalistic 
production,  involving  as  it  does  the  use  of  much  fixed,  durable 
capital,  necessitates  planning  ahead  for  relatively  long  periods 
of  time. 

Not  only  is  the  demand  for  goods  uncertain,  but  the  total 
market  supply  is  likewise  not  definitely  predictable.  In  agri¬ 
culture  and,  to  a  less  extent,  in  other  extractive  industries  the 
annual  product  is  dependent  upon  natural  conditions,  such 
as  the  weather,  which  are  beyond  man’s  control.  Nor  is  the 
capricious  behavior  of  nature  the  only  source  of  uncertainty  in 
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production.  Workers  may  strike  without  warning ;  credit  may 
be  expanded  or  contracted  owing  to  a  change  in  the  policy 
of  the  banks ;  business  may  become  dull  under  conditions 
that  at  another  time  seem  not  to  affect  in  the  least  the  upward 
trend  of  output,  simply  because  at  one  time  a  majority  of 
people  were  in  a  cautious  mood,  whereas  at  another  time 
they  were  sanguine. 

All  the  types  of  uncertainty  which  have  been  enumerated 
are  purely  "business  risks.”  But  these  do  not  make  up  the 
entire  list  of  uncertainties  which  surround  the  conduct  of  a 
large  enterprise.  There  are  risks  due  to  fire,  storm,  and  other 
natural  hazards,  which  impinge  on  the  community  generally, 
including  the  business  enterprise.  But  although  these  haz¬ 
ards  affect  prices,  they  are  to  a  large  extent  insurable  and  can 
be  transferred  by  the  business  man  to  insurance  companies. 
The  cost  of  replacing  destroyed  property  is  spread  over  the 
entire  industry  or  community,  each  business  or  each  locality 
paying  its  proportionate  share  for  the  sake  of  escaping  a  less 
certain  but  very  much  greater  possible  loss. 

Methods  of  Meeting  Business  Risks.  If  future  events  could 
be  accurately  predicted,  entrepreneurs  would  be  able  to  cal¬ 
culate  the  future  costs  of  making  good  their  losses,  and  these 
losses  would  be  added  to  costs  of  production.  Prices  would 
be  affected  by  a  change  in  the  magnitude  of  the  losses,  to  be 
sure,  but  there  would  be  no  business  risks.  As  things  are,  it  is 
not  the  total  amount  of  the  losses  that  embarrasses  the  busi¬ 
ness  man  but  the  impossibility  of  being  prepared  to  meet  them. 

One  obvious  method  of  eliminating  uncertainty,  and  there¬ 
fore  risk,  is  the  perfection  of  knowledge  of  future  events.  Just 
to  the  extent  that  the  cotton  manufacturer  knows  in  advance 
that  the  foreign  demand  for  his  products  will  be  small,  he 
avoids  loss  from  overproduction  for  that  market.  And  if  the 
merchant  ascei  tains  in  advance  that  sales  in  his  territory  are 
certain  to  be  reduced  during  the  coming  season  because  of 
dullness  in  other  lines  of  business,  he  can  escape  the  loss  of 
having  to  sell  a  part  of  his  stock  at  less  than  cost.  All  methods 
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of  increasing  the  amount  of  information  available  for  the  use 
of  business  in  forecasting  future  demand  and  future  supply 
must  tend  to  reduce  risks.  In  the  United  States  there  are  four  A 
types  of  services  that  tend  to  reduce  the  uncertainty  of  busi- 
ness:  (1)  thejjederal  government  collects  and  publishes  a  great 
deal  of  current  data  concerning  the  acreage,  condition,  and  yield 
of  crops,  the  general  conditions  of  business  in  foreign  coun¬ 
tries,  and  the  trend  of  foreign  markets.1  It  also  publishes 
information  as  to  the  output  of  factories  and  mines,  prices, 
and  financial  data  at  short  intervals,  and  an  annual  summary 
of  the  same  sort  of  data  together  with  information  on  power 
used  by  producers,  the  number  of  workers  employed  during  the 
year,  and  the  value  of  the  products  of  important  industries.2 
(2)  Certain  informational  services  are  maintained  by  private 
concerns  and  sold  to  subscribers.  Some  of  these  services  are 
general  in  nature;  others  pertain  to  particular  trades  or 
groups  of  trades.  (3)  Trade  and  financial  journals  collect  and 
disseminate  information  partly  in  the  form  of  descriptive 
statements  to  the  effect  that  sales  are  "poor”  or  "good”  in 
different  localities  or  different  trades,  or  that  collections  are 
"slow”  or  "good.”  Much  statistically  descriptive  informa¬ 
tion  is  also  included  in  these  statements.  (4)  Some  large  con¬ 
cerns  maintain  their  own  informational  services.  Facts  are 
collected,  in  quantitative  form  when  possible,  and  analyzed, 
and  conclusions  are  drawn  for  the  use  of  the  managers. 

When  any  concern  can  obtain  more  accurate  information 
about  future  conditions  than  its  competitors,  it  can  make 
greater  net  gains  and,  as  far  as  competition  is  complete,  drive 
them  out  of  business.  By  avoiding  losses  it  can  reduce  costs 
of  production ;  and  by  knowing  when  and  how  much  to  pro¬ 
duce,  it  can  better  serve  its  clientele.  Society  also  gains  from 
the  elimination  of  the  losses  incident  to  business  uncertainty ; 
for  if  one  competitor  can  reduce  risks  by  perfecting  its  infor¬ 
mation  concerning  future  markets,  its  competitors  will  imitate 


1  See  Crops  and  Markets  and  The  Agricultural  Situation. 

2  See  the  Survey  of  Current  Business  and  the  Commerce  Yearbook. 
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its  methods,  costs  to  marginal  producers  will  fall,  the  con¬ 
sumers  will  buy  at  lower  prices,  and  the  national  income  will 
be  increased. 

Still  another  method  of  reducing  uncertainty  is  by  consoli¬ 
dation.  A  producer  who  sells  his  wares  over  a  limited  geo¬ 
graphical  area  must,  in  the  absence  of  foreknowledge  of  the 
variations  of  demand  and  supply  in  that  market,  share  all 
the  ups  and  downs  of  general  business  in  that  area.  But  some 
of  these  variations  can  be  escaped  by  selling  over  a  larger 
area.  Many  of  the  causes  of  variations  in  demand  and  supply 
are  local  in  origin  and  effect.  Partial  crop  failures  and  over¬ 
production  are  often  limited  to  a  small  region.  A  merchan¬ 
dising  concern  that  has  many  stores  scattered  throughout  a 
country,  or  a  packing  company  that  sells  meat  over  many 
districts  differing  in  resources  and  industries,  can  often  take 
advantage  of  its  wide  distribution  by  selling  in  other  districts 
goods  which  would  normally  be  demanded  in  one  district  but 
which  cannot  be  sold  there  because  of  some  unforeseen  dis¬ 
turbance  of  local  incomes;  or,  if  competition  becomes  so 
severe  that  costs  cannot  be  covered  in  one  place,  it  can  with¬ 
draw  or  temporarily  cut  down  its  supply  and  dispose  of  its 
products  in  places  where  the  reverse  conditions  prevail. 

When  many  risks  are  thus  consolidated  or  brought  together 
and  assumed  by  a  single  concern,  there  is  a  gain  in  predicta¬ 
bility.  The  company  which  insures  dwellings  against  fire  can 
foretell  very  little  better  than  the  owner  the  chances  that  a 
single  house  will  burn  down  in  the  course  of  a  year ;  but  it  can 
predict  with  much  greater  certainty  how  many  houses  out  of 
several  hundred  thousand  scattered  over  a  wide  area  will  be 
destroyed.  It  can  do  this  because  the  chance  conditions  which 
cause  fires  follow  a  normal  course  through  the  years,  and  a 
greater  prevalence  in  one  locality  is  offset  by  a  lesser  prevalence 
in  another.  In  the  same  way  the  large  business  concern  that 
can  distribute  its  sales  over  a  wide  area  or  that  can  produce 
several  noncompeting  commodities  can  rely  on  the  constancy 
of  phenomena  when  a  large  number  of  cases  are  dealt  with. 
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Speculation  and  Risk-Taking.  When  future  events  are  un¬ 
certain,  different  people  are  likely  to  have  divergent  opinions 
about  them.  This  is  true  of  future  prices.  Vacant  parcels  of 
land  in  a  growing  city  are  almost  certain  to  be  used  at  some 
time  in  the  future ;  but  the  exact  time  at  which  they  will  be 
improved  and  the  value  they  will  have  at  that  time  are  un¬ 
certain,  and  among  a  group  of  real-estate  dealers  who  know 
the  local  conditions  there  will  almost  certainly  be  some  differ¬ 
ence  in  estimates  in  respect  to  these  two  important  future 
events.  The  present  owners  of  these  tracts  of  land  may  be¬ 
lieve  that  future  values  warrant  a  present  price  of  $5000  a  lot. 
If  other  persons  believe  that  this  price  is  too  low,  they  will 
probably  buy  the  lots  and  wait  for  the  future  rise  in  values. 
In  doing  this  they  are  engaging  in  speculation.  This  is  the 
simplest  and  most  ancient  type  of  speculative  dealing :  buy- 
ing  ja  good  outright  in  the  expectation  of  making  a  gain 
through  a  rise  in  price  that  is  greater  than  the  rise  expected 
by  its  owners.  Speculative  deals  of  this  sort  are,  of  course, 
exceedingly  common ;  but  usually  they  do  not  attract  much 
attention  because  they  are  mostly  confined  to  local  markets, 
because  their  volume  is  unknown,  and  because  they  have  the 
sanction  of  long-established  usage. 

The  speculation  about  which  the  public  is  concerned  today 
is  that  which  takes  place  in  the  stock  and  produce  exchanges. 
These  are  large  markets  ;  and  because  they  are  large  the  total 
volume  of  sales  attracts  the  attention  of  the  entire  country. 
They  are  not,  of  course,  confined  to  speculative  operations. 
An  investor  who  wishes  either  to  buy  or  to  sell  stocks  and 
bonds  finds  in  the  New  York  Stock  Exchange  a  continuous 
market  for  listed  securities.  The  owner  of  a  country  elevator 
or  the  farmer  may  sell  his  wheat  on  the  Chicago  Board  of 
Trade,  and  the  miller  who  wants  wheat  to  supply  his  mills 
may  buy  in  the  same  market.  But  by  far  the  larger  portions 
of  all  sales  in  these  two  types  of  market  are  speculative  deals. 

In  the  produce  markets  the  speculation  takes  the  form  of 
"dealing  in  futures,’7  which  is  distinguished  from  "cash  sales." 
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In  the  latter,  grains  and  other  agricultural  products  are  bought 
from  samples  and  the  goods  are  actually  delivered  to  the 
buyer ;  in  the  deal  in  futures  the  seller  merely  enters  into  a 
contract  to  deliver  to  the  buyer  (say)  wheat  of  a  certain  grade 
at  some  future  date.  Such  a  bargain  takes  place  just  as  it 
does  in  the  real-estate  market  —  because  two  people  happen 
to  have  different  estimates  as  to  the  probable  future  price. 
The  seller  believes  that  May  wheat  should  sell  somewhat 
below  $1.50  a  bushel;  the  buyer  believes  that  it  should  sell 
above  that  price.  Since  all  those  who  believe  that  the  price 
will  be  less  than  $1.50  want  the  market  to  go  lower,  they  are 
called  "bears,”  and  their  operations  are  said  to  bear  the 
market;  those  who  believe  the  market  will  go  higher  and 
want  it  to  go  higher  are  called  "bulls,”  and  they  are  said  to 
bull  the  market.  In  a  typical  deal  in  May  futures  the  buyer 
enters  into  a  contract  with  the  seller  to  take  from  him  in 
May,  say,  10,000  bushels  of  wheat  at  $1.50  a  bushel.  If  the 
seller  can  go  into  the  cash  market  and  buy  wheat  of  the  stip¬ 
ulated  grade  for  $1.40  a  bushel,  when  the  time  for  fulfilling 
the  contract  approaches  he  will  make  10  cents  a  bushel  on  the 
entire  lot  and  the  buyer  will  lose  the  same  amount  of  money. 
But  if  the  seller  can  cover  his  contract  only  by  buying  at 
$1.60  a  bushel,  he  will  lose  and  the  buyer  will  gain. 

As  a  rule  no  wheat  is  delivered  on  such  contracts.  The 
seller  of  futures  will  instead  buy  up  a  contract  to  buy  and  turn 
it  in  to  liquidate  his  obligation.  Both  the  buyer  and  the  seller 
may  change  their  positions  several  times  before  May  arrives, 
buying  at  one  time  and  selling  at  another.  The  net  effect  of 
such  transactions  where  actual  delivery  is  not  even  contem¬ 
plated,  is  simply  that  whoever  finds  that  his  contracts,  if  car¬ 
ried  out,  would  bring  him  a  loss  must  pay  that  amount  to 
others  whose  contracts  would  entitle  them  to  a  gain. 

On  the  stock  exchange  speculative  transactions  have  the 
same  general  features,  with  the  difference  that  future  con¬ 
tracts  are  not  entered  into,  being  prohibited  by  the  rules  of 
the  exchange.  Instead,  the  seller  goes  to  the  loan  counter  and 
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''borrows”  the  stock  in  order  to  make  actual  physical  delivery. 
He  must  deposit  a  sum  sufficient  for  the  security  of  the  bor¬ 
rowed  stock  at  its  market  price.  The  deals  take  place  for  the 
same  reasons  as  on  the  grain  exchanges.  The  seller  believes 
that  a  given  stock  is  selling  at  a  price  that  the  future  prospects 
of  the  issuing  company  or  general  business  conditions  do  not 
warrant.  He  believes  that  the  stock  will  go  down  in  price ; 
the  buyer  believes  that  it  will  rise.  If  the  stock  goes  down 
then  the  seller  can  "cover”  (that  is,  replace  the  shares  bor¬ 
rowed)  at  a  lower  figure,  collect  the  difference  between  the 
price  at  the  time  he  sold  and  the  (then)  ruling  price,  and 
pocket  the  difference ;  but  the  buyer  loses.  If  the  stock  rises 
in  price,  then  the  buyer  gains  and  the  seller  loses. 

Speculative  transactions  in  both  grain  and  stocks  exhibit 
strong  points  of  resemblance  to  gambling.  There  are  differ¬ 
ences  however.  The  chance  on  which  the  gambler  bets  is 
created  by  him  for  the  purpose  of  gambling.  The  chances,  or 
uncertainties,  on  which  the  traders  in  the  exchanges  risk  their 
money  are  not  of  their  making.  As  we  have  seen,  they  are  the 
unavoidable  concomitants  of  modern  business  methods.  They 
persist  because  men  are  unable  to  forecast  changes  in  demand 
and  supply.  In  the  second  place,  the  gambler  does  not  even 
incidentally  contribute  to  the  production  of  goods,  whereas 
the  speculator  may  do  so. 

Effect  of  Speculation  on  Prices.  When  a  speculator  in  lands 
buys  in  the  expectation  of  a  greater  rise  in  value  than  is  com¬ 
monly  anticipated  in  the  market,  he  raises  the  demand  for 
such  land  and  he  also  tends  to  raise  the  price  of  similarly 
situated  parcels.  If  he  is  inexperienced  he  may,  of  course,  be 
entirely  mistaken,  and  his  estimate  will  have  little  effect  upon 
the  market  unless  he  is  only  one  of  many  such  amateur  traders. 
In  the  latter  case  a  boom  may  develop  which  will  benefit  no 
one  but  the  original  owners  of  the  property.  The  amateurs 
will  lose  money  and  the  community  will  be  poorer  by  the 
amount  of  time  and  money  wasted  in  carrying  through  the 
deals.  On  the  other  hand,  if  the  speculators  are  experts  it  is 
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likely  that  their  guesses  as  to  the  future  values  of  the  land 
will  be  better  than  those  of  the  owners  whose  experience  and 
training  have  been  in  some  other  occupation.  In  that  case 
there  may  easily  be  a  social  gain.  For  example,  the  owner  of 
a  tract  of  land  may  contemplate  selling  it  to  a  warehouse 
company.  But  a  speculator  who  believes  that  within  a  few 
years  the  land  will  be  more  valuable  for  retail  shops  outbids 
the  warehouse  company  and  holds  the  land  for  the  more 
valuable  use.  If  this  forecast  of  the  future  development  of  the 
city  proves  correct,  then  both  he  and  the  community  will  have 
gained  as  a  result  of  the  speculation. 

In  a  speculation  in  wheat  a  buyer  may  believe  that  the 
November  price  for  wheat  deliverable  in  May  is  too  low.  His 
knowledge  of  the  market  leads  him  to  believe  that  the  crop 
forecasts  in  the  Argentine  are  too  optimistic  or  that  the  de¬ 
mand  will  be  heavier  than  has  been  supposed.  He  concludes 
that  by  May  the  price  will  be  higher  than  it  now  is  on  future 
contracts,  and  so  he  buys  for  delivery  at  that  time.  If  his  guess 
proves  correct,  he  will  make  a  profit.  But  has  his  action  been 
of  any  benefit  to  the  community  ?  In  the  first  place,  the  fact 
that  he  has  bought  has  increased  the  demand  for  May  deliv¬ 
ery  ;  and  if  his  purchases  are  large  enough,  the  price  will  be 
forced  up  on  that  account.  And  the  rise  in  the  May  price  will 
affect  the  cash  price  in  November.  The  result  will  be  a  more 
equal  distribution  of  the  wheat  for  use  during  the  year  and  a 
more  nearly  uniform  price  throughout  the  year.  To  be  sure, 
these  obviously  desirable  results  are  realized  only  if  the  specu¬ 
lators  tend  to  make  more  correct  estimates  than  other  people. 
But  the  bulk  of  the  trading  on  any  large  grain  exchange  is 
done  by  experts,  and  the  estimates  of  future  demand  and 
supply  which  they  make  are  much  more  likely  to  be  correct 
than  are  the  guesses  of  outsiders  or  even  of  farmers  and  local 
grain-buyers.  The  existence  of  the  organized  speculation  thus 
does  result  in  some  social  gain. 

There  is  only  one  way  to  avoid  the  risk  of  price  changes, 
and  that  is  by  consuming  as  soon  as  production  has  been 
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completed.  The  farmer  who  harvests  a  thousand  bushels  of 
wheat  must  sell  at  once  if  he  is  to  avoid  risk.  If  he  holds  his 
grain,  it  may  either  rise  or  fall  in  price.  But  not  all  farmers 
can  sell  their  crops  as  soon  as  harvested.  Even  if  they  did, 
the  crops  would  not  be  immediately  consumed,  and  the  dealer 
who  held  them  would  be  compelled  to  assume  the  risk.  It  is 
the  primary  business  of  a  farmer  to  grow  grain  and  of  the  local 
buyer  to  gather  it  together  into  carloads,  clean  it,  and  dispatch 
it  to  a  central  market.  Even  the  warehouse  company  that 
stores  it  at  the  central  market  has  a  special  occupation,  and 
so  has  the  miller  who  grinds  it  into  flour.  But  the  risk  of  price 
changes  exists,  and  in  the  absence  of  a  specialized  body  of 
risk-takers,  it  falls  on  the  person  who  holds  the  grain.  It  is 
the  function  of  the  traders  on  the  exchange  to  assume  the 
risks  —  or  most  of  them  —  of  price  changes.  Since  they  are 
experts  it  may  be  supposed  that  they  will  make  fewer  mistakes 
than  any  of  the  other  persons  concerned  in  the  production  and 
distribution  of  grain  and  its  products. 

The  risk  of  variations  in  price  can  be  transferred  to  the 
specialists  in  risk-taking  by  the  simple  device  of  a  hedge.  A 
farmer  whose  wheat  is  in  the  granary  by  September  may  be 
unable  to  haul  it  to  market  until  three  months  later.  If  he 
wishes  to  avoid  the  risk  of  changing  prices,  he  can  sell  Decem¬ 
ber  wheat  in  the  futures  market  and  leave  his  wheat  in  the 
granary  until  it  is  convenient  to  deliver  it  to  the  local  elevator. 
If  the  price  falls  lower  than  he  had  anticipated,  he  will  be  able 
to  cover  the  loss  on  his  crop  by  the  gain  on  his  transaction  in 
the  futures.  The  manager  of  a  local  elevator  may  cover  the 
risk  of  price  change  while  his  shipments  are  in  transit  by  selling 
futures  in  the  exchange.  The  miller  who  has  filled  his  ware¬ 
houses  with  grain  stands  the  risk  of  losing  money  if  the  price 
of  wheat  (and  consequently  of  flour)  falls  before  he  has  milled 
and  sold  the  wheat.  He  too  may  escape  risk  —  transfer  it  to 
the  traders  —  by  selling  wheat  for  future  delivery. 

It  must  not  be  inferred  that  all  the  dealing  on  the  grain  ex¬ 
changes  contributes  to  desirable  ends.  When  risks  are  assumed 
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by  those  most  competent  to  take  them,  and  when  the  dealing 
in  the  exchanges  causes  prices  to  fluctuate  less  than  would 
otherwise  be  the  case,  there  is  a  social  gain.  The  more  even 
distribution  of  consumption  in  accordance  with  periodic  sup¬ 
plies  is  also  a  social  gain.  For  if  too  great  consumption  at  ab¬ 
normally  low  prices  occurs  at  one  time,  it  must  be  offset  by 
diminished  consumption  at  higher  prices  at  a  later  time.  We 
know  from  our  study  of  the  principle  of  diminishing  utility 
that  the  satisfaction  consumers  derive  from  an  additional 
block  of  goods  does  not  offset  the  deprivation  in  utility  suffered 
from  a  shortage  later  on.  As  the  amount  consumed  is  dimin¬ 
ished,  the  total  satisfaction  enjoyed  by  the  users  diminishes 
more  than  proportionally ;  and  as  the  amount  increases,  the 
total  satisfaction  increases  less  than  proportionally. 

Speculation  in  the  markets  for  securities  stands  on  some¬ 
what  different  grounds  from  that  in  the  grain  exchanges  as  far 
as  the  social  effects  are  concerned.  The  things  dealt  in  are  not 
commodities  but  claims  to  income  and  property  rights  that 
give  control  of  producing  plants ;  and  while  the  most  efficient 
distribution  of  the  investment  capital  of  the  country  is  un¬ 
doubtedly  facilitated  by  the  existence  of  an  organized  market 
for  the  buying  and  selling  of  stocks  and  bonds,  speculation  in 
them  is  so  largely  a  matter  of  betting  on  the  probable  future 
earnings  of  the  corporations  whose  securities  are  dealt  in, 
or  on  the  future  cost  of  obtaining  bank  loans  for  speculative 
operations,  or  even  on  fluctuations  resulting  from  speculative 
buying  and  selling,  that  the  social  gain  is  doubtful. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  "The  man  who  does  not  insure  his  house  against  fire  is  a  specu¬ 
lator  ;  the  man  who  insures  is  not.”  Are  these  statements  true? 

2.  The  sales  of  futures  on  the  Chicago  Grain  Exchange  are  several 
times  as  great  as  the  cash  sales.  The  men  who  trade  in  futures  deal 
in  "phantom”  wheat,  and  the  supply  of  this  phantom  wheat  must 
cause  the  price  of  real  wheat  to  be  lower  than  it  would  otherwise  be. 
Is  the  foregoing  statement  correct? 
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3.  The  variation  in  the  prices  of  agricultural  products  not  dealt  in 
on  the  great  speculative  exchanges  is  greater  in  normal  times  than  is 
the  variation  in  the  prices  of  grains  which  are  bought  and  sold  on 
these  exchanges.  Why  should  this  be  true? 

4.  "During  the  boom  in  land  prices  in  Iowa  in  1919-1920  there 
was  much  speculation.  Lands  were  greatly  overvalued,  and  when  the 
decline  in  prices  occurred  many  farmers  were  forced  into  bankruptcy. 
This  was  a  great  social  loss.”  Argue  for  or  against  the  statement  "this 
was  a  great  social  loss.”  Was  the  extravagant  rise  in  prices  due  to 
speculation  or  to  something  else  ? 

5.  "Men  speculate  because  prices  fluctuate ;  prices  do  not  fluctuate 
because  men  speculate.”  Is  this  statement  correct  ?  Explain. 

6.  If  a  factory-owner  buys  a  new  machine  he  cannot  be  sure  that 
his  investment  will  prove  profitable.  Is  his  investment  a  speculation? 
Does  he  take  a  risk  ? 
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CHAPTER  XX 

MONEY  AND  CREDIT 

The  Functions  of  Money.  In  the  foregoing  chapters  we  have 
discussed  value  and  price.  In  modern  societies  the  value  of 
any  commodity  is  measured  in  terms  of  money.  Value  so  ex¬ 
pressed  is  called  price.  In  other  words,  price  is  the  quantity  of 
money  for  which  a  commodity  will  exchange  in  the  market. 
Money,  therefore,  is  the  yardstick  by  which  we  measure  value. 
But  unlike  other  units  of  measurement,  such  as  the  yard  or  the 
pound,  the  monetary  unit  is  itself  a  fluctuating  one.  The  yard 
is  the  unit  by  which  we  measure  space,  and  it  is  of  constant 
length.  The  pound  is  the  unit  by  which  we  measure  weight, 
and  the  pound  is  of  constant  weight.  The  dollar  is  the  unit 
by  which  we  measure  value,  but,  strangely  enough,  it  is  of 
fluctuating  value.  Thus  the  price  of  a  bushel  of  wheat  may 
double,  but  the  value  of  wheat  may  be  exactly  the  same  as 
before.  In  this  case  the  unit  by  which  we  measure  value  has 
itself  changed  in  value.  Prices  must  thus  be  distinguished 
sharply  from  exchange  values.  Likewise,  the  demand  for  a 
commodity  in  terms  of  money  may  have  greatly  increased,  yet 
the  real  demand  in  terms  of  other  commodities  may  not  have 
changed  at  all. 

Money  not  only  serves  as  the  yardstick  by  which  value  is 
measured  in  modern  society;  it  also  serves  as  a  medium  of 
exchange.  Goods  and  services  are  not  exchanged  against  goods 
and  services :  they  are  exchanged  for  money  or  its  equivalent. 
These,  then,  are  two  of  the  important  functions  which  money 
performs:  first,  it  serves  as  a  measure  of  value;  second,  it 
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serves  as  a  medium  of  exchange.  In  addition,  as  will  be  noted 
in  a  later  section  in  this  chapter,  certain  kinds  of  money  per¬ 
form  a  special  function  in  the  capacity  of  government  and 
bank  reserves. 

Money  and  Circulating  Media.  "  Money  ”  is  a  broad  term ;  it 
includes  a  great  many  varieties  and  species.  Not  all  forms  of 
money  serve  as  the  measure  of  value ;  only  standard  money 
performs  that  function.  On  the  other  hand,  there  is  in  all 
modern  countries  a  great  quantity  of  circulating  media  which 
are  not,  properly  speaking,  money.  We  must  therefore  dis¬ 
tinguish  between  standard  money,  money,  and  circulating  media. 
It  would,  in  fact,  be  more  accurate  to  say  that  standard  money 
serves  as  the  measure  of  value  and  that  money  and  money 
substitutes  serve  as  the  media  of  exchange. 

Money  is  any  medium  of  exchange  which  passes  freely  be¬ 
tween  persons  without  indorsement ;  or,  in  other  words,  money 
is  any  medium  of  exchange  which  is  acceptable  on  its  own 
account,  regardless  of  the  financial  standing  or  integrity  of  the 
person  who  offers  it  in  exchange  for  goods  or  services.  Checks, 
drafts,  money  orders,  etc.  are  forms  of  circulating  media  which 
are  not  acceptable  on  their  own  account  but  which  will  readily 
be  accepted  if  indorsed  by  someone  favorably  known  to  the 
person  to  whom  they  are  presented. 

Kinds  of  Money  in  the  United  States.  Standard  money  is  that 
form  of  money  in  which  all  other  forms  of  money  are  redeem¬ 
able.  Gold  coin  is  the  standard  money  in  the  United  States. 
The  gold  dollar,  if  coined,  would  contain  23.22  grains  of  pure 
gold.  The  gold  dollar  is,  as  a  matter  of  fact,  not  coined ;  but 
the  eagle,  or  ten-dollar  gold  piece,  contains  232.2  grains  of 
pure  gold.  All  other  forms  of  money  are  finally  redeemable 
in  gold.  Although  silver  dollars  are  not  directly  redeemable 
in  gold,  they  ultimately  would  be  if  necessary,  since  the  Secre¬ 
tary  of  the  Treasury  is  by  law  intrusted  with  the  duty  of 
maintaining  all  other  forms  of  money  at  parity  with  gold. 
To  accomplish  this  result  the  government  must,  if  necessary, 
stand  ready  to  exchange  gold  coins  for  silver  dollars. 
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The  following  is  an  outline  of  the  different  kinds  of  money 
in  circulation  in  the  United  States  : 

A.  Government  money,  or  "lawful  money,”  so  called 

1.  Specie 

a.  Gold 

b.  Silver 

c.  Subsidiary  coin 

2.  Paper 

a.  Gold  certificates 

b.  Silver  certificates 

c.  United  States  notes  (greenbacks) 

d.  Treasury  notes  of  1890 

B.  Bank  money 

1.  National  bank  notes 

2.  Federal  Reserve  bank  notes 

3.  Federal  Reserve  notes 

Gold  is  coined  into  quarter-eagles  ($2.50),  half-eagles  ($5), 
eagles  ($10),  double-eagles  ($20).  Besides  the  silver  dollars 
there  are  the  subsidiary  coins:  the  half-dollars,  quarters, 
dimes,  nickels,  and  pennies.  Gold  and  silver  certificates  may 
be  described  as  virtually  equivalent  to  warehouse  receipts  for 
gold  or  silver.  Most  people  prefer  paper  money  to  the  clumsy 
silver  dollars  or  the  easily  lost  gold  pieces;  hence  gold  and 
silver  circulate  to  a  large  extent  in  the  form  of  gold  and 
silver  certificates,  the  gold  or  silver  being  deposited  in  the 
vaults  of  United  States  Treasury  as  security  for  the  outstand¬ 
ing  certificates. 

United  States  Treasury  notes,  or  "greenbacks,”  amounting 
to  $450,000,000  were  issued  during  the  Civil  War.  Some  were 
retired  following  the  war,  but  the  total  volume  was  finally 
fixed  by  law  at  $346,681,000.  They  are  promises  on  the  part 
of  the  United  States  government  to  pay  to  the  bearer  on  de¬ 
mand.  During  the  greenback  period  (1862-1879)  the  govern¬ 
ment  was  unable  to  redeem  this  promise,  but  since  that  date 
greenbacks  have  been  redeemable  in  gold.  The  government 
has  for  many  years  maintained  a  gold  reserve  of  $150,000,000 
in  the  Treasury  to  guarantee  redemption. 

The  treasury  notes  of  1890,  once  of  considerable  importance, 
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have  almost  disappeared.  They  were  issued  under  the  Sher¬ 
man  Silver  Purchase  Act,  which  provided  that  the  Secretary 
of  the  Treasury  was  to  purchase  4,500,000  ounces  of  silver  per 
month.  This  silver  was  paid  for  by  the  issuance  of  treasury 
notes.  The  silver  bullion  thus  purchased  was  the  security  for 
the  notes.  Therefore  these  treasury  notes  are  virtually  silver 
circulating  in  the  form  of  paper  money. 

The  National  bank  notes  are  issued  by  national  banks. 
They  are  obligations  of  the  bank  issuing  them,  and  are  secured 
by  government  bonds  of  equal  value,  deposited  with  the  Comp¬ 
troller  of  the  Currency  at  Washington,  besides  a  deposit  of  law¬ 
ful  money  equivalent  to  5  per  cent  of  the  notes  issued.  These 
notes  are,  moreover,  a  first  lien  on  all  the  assets  of  the  issuing 
bank.  Federal  Reserve  bank  notes  are  identical  with  National 
bank  notes,  except  that  they  are  issued  by  Federal  Reserve 
Banks.  Under  the  old  national  banking  system,  before  the 
establishment  of  the  Federal  Reserve  system,  national  banks 
were  virtually  compelled  to  issue  notes,  since  they  were  re¬ 
quired  to  invest  a  portion  of  their  capital  in  government  bonds. 
They  may  now  dispose  of  these  bonds  up  to  $25,000,000  per 
year,  in  which  case  the  bonds  are  absorbed  by  the  Federal 
Reserve  Banks,  and  on  the  basis  of  these  bonds  Federal 
Reserve  bank  notes  may  be  issued. 

Federal  Reserve  notes  are  issued  by  the  twelve  Federal  Re¬ 
serve  Banks.  How  they  are  secured  will  be  described  elsewhere 
in  this  chapter. 

Table  XII  shows  the  quantity  of  the  different  kinds  of 
money  obtaining  in  the  United  States  on  January  1,  1928.  The 
table  gives  the  total  stock  of  the  different  kinds  of  money,  the 
amount  held  by  the  Treasury,  the  amount  held  by  the  twelve 
Federal  Reserve  Banks,  and  the  amount  "in  circulation,”  by 
which  is  here  meant  the  amount  in  the  hands  of  banks  (other 
than  the  Federal  Reserve  Banks)  and  the  population  generally. 

If  we  subtract  from  the  money  held  in  the  Treasury  the 
gold  and  silver  which  is  held  in  trust  against  gold  and  silver 
certificates,  there  remains  roughly  $1,921,000,000.  If  we  sub- 
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Kind  of  Money 

Total  Stock  in 

Held  in  the 

Held  by  Federal 

United  States 

Treasury 

Reserve  Banks 

In  Circulation 

and  Agents 

Gold  coin  and 
bullion  .  . 
Gold  certifi- 

$4,376,258,102 

$3,503,422,5032 

$473,758,088 

$399,087,511 

cates  .  .  . 
Standard  silver 

(1,617,019,369)1 

543,284,480 

1,073,734,889 

dollars  .  .  . 
Silver  certifi- 

537,970,158 

477,323,017s 

11,872,387 

48,774,754 

cates  .  .  . 

(472,529,901)1 

72,261,105 

400,268,796 

Treasury  notes 

of  1890  .  . 
Subsidiary  sil- 

(1,314,850)1 

1,314,850 

ver  .... 

300,735,507 

2,143,049 

12,990,131 

285,602,327 

Minor  coin  .  . 
United  States 

115,250,575 

1,384,146 

2,095,913 

111,770,516 

notes  .  .  . 
Federal  Re- 

346,681,016 

3,962,625 

49,829,716 

292,888,675 

serve  notes  . 
Federal  Re- 

2,234,096,545 

3,568,870 

467,734,124 

1,762,793,551 

serve  bank 
notes  .  .  . 

4,439,688 

122,408 

35,682 

4,281,598 

National  bank 

notes  .  .  . 

701,003,589 

19,940,364 

61,624,630 

619,438,595 

Total  .  . 

$8,616,435,180 

$4,011, 866, 9824 

$1,695,486,256 

$4,999,956,062 

tract  the  $155,000,000  held  against  the  greenbacks  and  the 
treasury  notes  of  1890,  there  remains  $1,766,000,000  in  the 
Treasury,  of  which  $1,556,000,000  was  held  for  Federal  Reserve 
Banks  and  a  further  $32,000,000  (approximately)  was  held  for 
redemption  of  National  bank  and  Federal  Reserve  bank  notes. 
The  government  therefore  had  about  $175,000,000  available 
for  its  own  use.  If  we  add  to  the  money  held  by  the  Federal 

1  These  amounts  are  not  included  in  the  total,  since  the  money  held  in  trust 
against  gold  and  silver  certificates  and  treasury  notes  of  1890  is  included  under  gold 
coin  and  bullion  and  standard  silver  dollars  respectively. 

2  Of  this  amount  $1,556,510,011  was  held  for  Federal  Reserve  Banks  and  agents, 
$1,617,019,369  was  held  in  trust  against  gold  certificates,  and  $155,420,721  was  held 
as  reserve  against  United  States  notes  and  treasury  notes  of  1890. 

3  Of  this  amount  $473,844,751  was  held  in  trust  against  silver  certificates. 

4  The  amount  of  money  held  in  trust  against  gold  and  silver  certificates  and  treas¬ 
ury  notes  of  1890  should  be  deducted  from  this  total  before  combining  it  with  total 
money  outside  the  Treasury  to  arrive  at  the  stock  of  money  in  the  United  States. 
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Reserve  Banks  the  $1,556,000,000  held  for  them  by  the  Treas¬ 
ury,  we  find  that  the  total  money  controlled  by  the  Federal 
ReserveBanks  was  about  $3,252,000,000.  Of  the  $5,000,000,000 
in  circulation,  so  called,  a  considerable  portion  was  held  in  the 
thousands  of  state  and  national  banks. 

The  Standard  of  Value.  In  1928  we  had  in  the  United  States 
about  $4,500,000,000  of  gold.  Gold  is  our  standard  money. 
It  is  our  measure  of  value.  But  gold  has  not  always  been  our 
standard  money.  From  1792  (when  our  first  coinage  act  was 
passed)  to  1834  silver  was  the  actual  standard ;  from  1834  to 
1862  gold  was  the  actual  standard ;  from  1862  to  1879  green¬ 
backs  were  the  actual  standard  ;  and  from  1879  to  the  present 
gold  has  again  been  the  standard  of  value. 

This  brief  survey  of  our  standard  money  leads  us  to  a  con¬ 
sideration  of  our  monetary  history.  In  1792  we  started  out 
with  a  double  standard,  both  gold  and  silver  being  by  law 
standard  money.  When  gold  and  silver  are  both  made  stand¬ 
ard  money  by  law,  we  have  what  is  known  as  bimetallism. 
Bimetallism  exists  when  both  metals  are  coined  freely ;  that 
is,  when  there  is  no  limit  to  the  quantity  of  either  metal  which 
may  be  coined  into  money,  any  person  being  free  to  bring  as 
much  gold  or  silver  bullion  as  he  wishes  to  the  mint  to  have  it 
coined  into  money.  Both  metals  when  coined  into  money 
must  also  be  legal  tender ;  that  is,  both  must  be  accepted  by 
law  in  payment  of  a  debt  unless  the  contract  specifies  other¬ 
wise.  To  put  it  another  way,  if  both  gold  and  silver  are  legal 
tender,  any  debtor  may  legally  discharge  his  debt  by  offering 
to  the  creditor  either  gold  or  silver  money.  Free  (that  is, 
unlimited)  coinage  of  both  metals  and  equal  legal-tender 
qualities  are  the  two  conditions  necessary  for  a  bimetallic 
money  standard. 

In  1792  our  silver  dollars  contained  371.25  grains  of  pure 
silver,  and  all  through  our  history  this  has  been  the  weight  of 
our  standard  silver  dollars.  In  1792  the  gold  dollar  contained 
24.75  grains  of  pure  gold.  It  will  thus  be  evident  that  the 
weight  of  the  silver  dollar  was  fifteen  times  the  weight  of  the 
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gold  dollar.  The  mint  ratio  was  therefore  15  to  1.  This  ratio 
was  adopted  because  on  the  market  one  grain  of  gold  bullion 
sold  for  approximately  fifteen  grains  of  silver  bullion.  Thus 
the  pure  silver  contained  in  the  silver  dollar  was  worth  ap¬ 
proximately  the  same  as  the  pure  gold  in  the  gold  dollar.  The 
market  ratio  was  approximately  15  to  1. 

But  soon  the  market  ratio  changed  to  approximately  15§ 
to  1.  Since  the  mint  ratio  was  fixed  by  law  at  15  to  1,  it  is 
clear  that  there  was  not  enough  silver  in  the  silver  dollar  to 
equal  in  value  the  gold  in  the  gold  dollar.  Under  these  cir¬ 
cumstances  it  is  clear  that  no  one  would  pay  his  debts  in  gold 
coin.  The  gold  content  of  the  gold  dollar  (24.75  grains  of 
gold)  would  now  buy  383.62  grains  of  silver  in  the  bullion 
market;  and  since  it  required  only  371.25  grains  to  make  a 
silver  dollar,  one  would  always  be  paying  the  lesser  value  by 
paying  one’s  debts  in  silver  dollars.  The  gold  dollar,  as  a 
dollar,  was  worth  no  more  by  law  than  the  silver  dollar,  but 
the  gold  content  of  the  gold  dollar  was  worth  more  than  the 
silver  content  of  the  silver  dollar.  Consequently  gold  was 
worth  more  as  bullion  than  as  coin ;  and  as  a  result  it  was  no 
longer  coined  in  practice,  and  coins  already  made  were  melted 
into  bullion.  Thus  the  "cheaper”  of  the  two  kinds  of  money, 
both  standard  by  law,  drove  the  "dearer”  out  of  circulation. 
This  tendency  on  the  part  of  the  cheaper  money  to  displace 
dearer  money  is  known  in  economic  literature  as  Gresham’s 
law  (Gresham  being  the  name  of  the  man  who  first  clearly 
stated  it).  While  legally  there  were  two  standard  forms  of 
money,  in  actual  fact  silver  became  the  standard  of  value. 

In  1834  Congress  changed  the  weight  of  the  gold  dollar  with 
a  view  to  bringing  it  back  into  circulation.  The  weight  of  the 
gold  dollar  was  reduced  to  23.22  grains;  the  silver  dollar 
remained  as  before.  This  made  the  mint  ratio  approximately 
16  to  1.  The  market  ratio,  however,  was  slightly  lower,  let 
us  say  15§  to  1.  Under  these  circumstances  no  one  would  pay 
his  debts  in  silver  dollars.  The  silver  content  of  the  silver 
dollar  (371.25  grains)  would  buy  23.95  grains  of  gold,  whereas 
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it  required  only  23.22  grains  of  gold  to  make  a  gold  dollar. 
Silver  was  now  more  valuable  as  bullion  than  as  coin.  As  a 
result  silver  was  no  longer  coined  into  dollars,  and  existing 
silver  dollars  were  soon  melted  down  into  bullion.  Gold  be¬ 
came  the  actual  standard  of  value,  and  hence  we  may  properly 
say  that  the  silver  content  of  the  silver  dollar  was  worth  $1.03. 

In  order  to  keep  subsidiary  silver  in  circulation  the  weight  of 
these  coins  was  reduced  in  1853.  This  accounts  for  the  fact 
that  two  half-dollars  weigh  less  than  a  silver  dollar.  Being 
coined  in  limited  quantities,  subsidiary  silver  was  unable  to 
drive  out  gold. 

Gold  then  remained  the  actual  standard  of  value  until  1862, 
when,  under  the  stress  of  war,  the  government  issued  huge 
quantities  of  paper  money  (greenbacks).  These  greenbacks 
were  promises  on  the  part  of  the  United  States  government  to 
pay  on  demand.  But  by  reason  of  the  excessive  issue  the 
promise  could  not  be  redeemed ;  so  in  relation  to  gold  the 
greenbacks  fell  in  value.  Since  greenbacks  (though  irredeem¬ 
able)  were  nevertheless  legal  tender,  everyone  naturally  pre¬ 
ferred  to  pay  his  debts  with  them  rather  than  with  gold.  The 
result  was  that  gold  dollars  disappeared  from  circulation  (ex¬ 
cept  in  California)  and  greenbacks  became  the  actual  standard 
of  value. 

After  1865  the  greenbacks  gradually  rose  in  value,  and 
finally  (1879)  they  became  redeemable  in  gold.  Thus  again 
gold  became  the  actual  standard  of  value,  and  it  has  remained 
our  standard  from  1879  to  the  present  time. 

There  was  in  the  nineties,  however,  a  period  in  which  the 
gold  standard  was  again  seriously  threatened.  In  1876  rich 
silver  mines  were  opened  up  in  Colorado.  Silver  became  cheap 
compared  with  gold.  The  market  ratio  rose  rapidly  above 
the  16  to  1  mint  ratio  until  in  1878  it  was  18  to  1.  It  then 
became  profitable  to  coin  silver  into  dollars ;  but  the  law  no 
longer  permitted  free  coinage  of  silver,  for  in  1873  an  act  had 
been  passed  which  demonetized  silver.  This  had  probably 
been  done  without  any  malice  aforethought.  Silver  dollars 
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had  automatically  disappeared  from  circulation  under  the 
operation  of  Gresham’s  law  as  a  result  of  the  act  of  1834, 
which  established  the  mint  ratio  of  16  to  1.  When  silver 
became  cheaper  and  the  market  ratio  rose  to  17  or  18  to  1, 
people  who  had  silver  bullion  (such  as  the  silver-mine  opera¬ 
tors)  naturally  wished  to  be  able  to  convert  it  into  dollars 
at  the  mint  ratio  of  16  to  1.  A  silver  dollar  would  be  as  good 
as  a  gold  dollar  in  paying  off  a  debt,  but  the  silver  content  of 
the  silver  dollar  was  not  worth  the  gold  content  of  the  gold 
dollar.  Furthermore,  in  the  period  of  the  seventies  the  supply 
of  money  failed  to  keep  pace  with  the  rapidly  expanding  vol¬ 
ume  of  trade,  prices  were  falling  (as  will  be  explained  later), 
and  therefore  many  people  who  were  suffering  from  the  fall  in 
prices  favored  a  return  to  bimetallism.  Thus  arose  the  silver 
movement  in  politics.  Congress  passed  in  1878  the  Bland- 
Allison  Act,  which  required  the  Treasury  Department  to  pur¬ 
chase  silver  bullion  and  coin  it  into  silver  dollars  of  legal 
tender.  But  the  amount  of  silver  that  could  be  coined  under 
this  law  in  any  one  month  was  limited ;  in  fact,  only  about 
25,000,000  silver  dollars  were  coined  each  year  from  1878  to 
1890.  These  silver  dollars  were  placed  in  the  Treasury,  and 
silver  certificates  were  issued  redeemable  in  the  dollars  so 
deposited. 

This  act  did  not  satisfy  the  demands  of  the  growing  silver 
movement.  As  a  result  the  Sherman  Silver  Purchase  Act  was 
passed  in  1890.  This  act  required  the  Secretary  of  the  Treas¬ 
ury  to  purchase  4,500,000  ounces  of  silver  per  month,  the 
silver  to  be  paid  for  by  the  issue  of  treasury  notes.  These  were 
the  treasury  notes  of  1890. 

Some  576,000,000  silver  dollars  were  coined  from  1878  to 
1893  as  a  result  of  these  two  acts.  The  value  of  the  silver 
content  of  these  dollars  was  less  than  the  value  of  the  gold 
content  of  a  gold  dollar ;  therefore  people  naturally  wanted 
to  exchange  these  silver  dollars  for  gold  dollars  if  possible. 
As  the  treasury  notes  were  by  law  redeemable  at  the  Treasury 
Department  in  either  gold  or  silver,  the  silver  dollars  coined 
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under  the  Sherman  Act  were  virtually  redeemable  at  the 
Treasury  Department  in  gold,  since  the  treasury  notes  which 
were  based  on  the  silver  were  redeemable  in  either  gold 
or  silver.  In  practice,  therefore,  treasury  notes  were  con¬ 
stantly  being  presented  at  the  Treasury  Department  for  gold. 
But  although  people  were  anxious  to  exchange  silver  dollars 
for  gold  dollars,  they  naturally  preferred  to  pay  their  debts 
in  silver,  the  cheaper  metal.  Gold  was  thus  disappearing 
from  the  Treasury  on  the  one  hand  and  from  circulation  on 
the  other.  At  this  juncture  Congress  repealed  the  silver  pur¬ 
chase  clauses  of  the  Sherman  Act  and  saved  the  situation  for 
the  gold  standard.  Had  the  coinage  of  silver  dollars  continued, 
the  silver  dollar  would  soon  have  become  the  standard  of 
value.  The  gold  standard  was  established  on  a  firmer  legal 
basis  by  the  Gold  Standard  Act  of  1900,  which  provided  that 
the  Secretary  of  the  Treasury  should  maintain  at  par  with 
gold  all  forms  of  money  issued  or  coined  by  the  United  States. 

Thus  ended  a  century  of  experimentation  in  the  United 
States  with  the  monetary  device  of  bimetallism.  There  is 
only  one  reason  for  having  a  double  standard  —  for  having 
a  standard  dollar  which  may  be  either  gold  or  silver.  It  is 
alleged,  according  to  this  reasoning,  that  when  two  metals  are 
used  there  is  less  likelihood  that  the  value  of  the  standard 
dollar  will  fluctuate  as  much  as  when  only  one  may  be  coined 
freely.  Now  everyone  admits  that  the  fluctuation  of  the  stand¬ 
ard  of  value  is  an  evil ;  and  if  bimetallism  would  cure  or  even 
mitigate  the  difficulties  arising  from  its  fluctuations,  we  should 
all  acclaim  it  superior  to  monometallism.  But  the  reasoning 
rests  on  an  assumption  that  has  not  stood  the  test  of  experi¬ 
ence.  It  assumes  that  the  natural  flow  of  two  metals  from 
the  mines  will  be  more  stable  than  the  flow  of  one,  but  this 
has  not  proved  to  be  the  case.  Silver  is  apparently  more 
plentiful  in  nature  than  gold ;  it  is  found  in  larger  deposits, 
and  it  is  a  by-product  of  the  mining  of  copper  and  lead.  Hence 
the  scheme  of  bimetallism  has  worked  in  the  past  to  produce 
greater  fluctuations  in  the  value  of  the  dollar  than  if  gold 
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alone  had  been  the  sole  source  of  standard  money.  There 
is  a  further  difficulty,  as  we  have  shown  by  our  sketch  of 
the  monetary  history  of  the  United  States.  It  is  not  diffi¬ 
cult  to  select  a  mint  ratio  which  at  any  one  time  is  approxi¬ 
mately  the  same  as  the  market  ratio.  But  the  market  ratio 
depends  upon  the  relative  quantities  of  gold  and  silver  coming 
from  the  mines.  When  this  relationship  changes,  —  when 
either  gold  or  silver  increases  sharply,  because  of  discoveries 
of  bonanza  mines,  —  then  the  market  ratio  changes.  The 
mint  ratio  being  fixed  by  law  cannot  change  continuously, 
and  the  result  is  that  the  metal  which  is  being  produced  more 
freely  begins  before  long  to  drive  the  other  out  of  circulation. 
This  in  itself  is  perhaps  no  evil ;  but  there  comes  with  this 
substitution  of  actual  monometallism  for  theoretical  bimetal¬ 
lism  a  rapid  change  in  prices  and  a  general  uncertainty  in 
respect  to  all  payments  of  debts  calling  simply  for  "dollars." 

Deposit  Currency.  Standard  money  is  the  measure  of  value, 
and  all  money  is  a  medium  of  exchange.  But  in  modern 
society  money  constitutes  only  a  small  part  of  our  medium  of 
exchange.  In  fact  no  mpre  than  6  per  cent  of  our  trade  is 
carried  on  by  means  of  money ;  the  other  94  per  cent  of  our 
buying  and  selling  operations  is  effected  through  money  sub¬ 
stitutes.  The  most  important  of  these  are  the  check,  the 
bank  draft,  and  the  money  order.  Most  purchases  made  in 
modern  society  are  paid  for  by  check.  We  have  now  to  inquire 
into  the  origin  and  nature  of  these  money  substitutes. 

The  check  is  an  order  drawn  upon  a  bank  to  pay  money  to 
the  bearer  of  the  check  to  whom  it  has  been  properly  indorsed. 

The  person  who  writes  the  check  is  the  "drawer,"  or  "maker," 

of  the  check,  the  bank  upon  which  it  is  drawn  is  the  "drawee," 
and  the  person  to  whom  the  money  is  to  be  paid  is  the  "payee." 
Now  it  is  obvious  that  a  person  cannot  draw  checks  on  a  bank 
unless  he  has  a  deposit  at  the  bank  which  entitles  him  to  order 
the  bank  to  pay  out  money. 

This  brings  us  to  a  consideration  of  the  origin  and  nature 
of  a  deposit.  The  word  implies  that  something  has  been 
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deposited  at  the  bank.  You  may  go  to  your  bank  with  a  bag 
full  of  money  and  deposit  it  there,  receiving  a  credit  for  the 
amount  so  deposited.  This  credit  constitutes  a  deposit  ac- 
cnunLL’  Tt  nf «  promise,  on  the  part  of  the  bank  to  pay 

out  money  on  demand  for  the  amount  of  the  deposit  as  you 
may  order  through  the  drawing  of  checks.  Now  it  is  clear  that 
if  all  demand  deposits  originated  in  this  fashion,  they  would 
virtually  be  warehouse  receipts  for  money,  and  not  in  reality 
a  money  substitute  at  all.  In  fact,  only  a  very  small  part  of 
our  demand  deposits  originates  through  the  actual  deposit 
of  money. 

At  the  close  of  a  day’s  business  a  mail-order  merchant  may 


have  received,  in  payment  for  goods  sold,  a  bundle  of  checks, 
bank  drafts,  and  money  orders.  He  has  probably  received 
little  or  no  money.  He  takes  these  checks,  drafts,  and  money 
orders  to  his  bank  and  deposits  them.  In  a  sense  he  may  be 
said  to  sell  them  to  the  bank,  and  the  bank  pays  him  in  return 
by  crediting  him  with  their  value  on  his  deposit  account.  The 
bank  promises  to  pay  money  on  demand  in  return  for  the 


checks,  drafts,  and  money  orders  so  deposited. 

Credit  Instruments.  Most  demand  deposits  do  not  arise,  how¬ 
ever,  in  either  of  the  two  ways  referred  to  above.  A  manufac¬ 
turer  or  a  wholesaler  sells  an  order  of  goods  to  a  retailer.  The 
retailer  is  unable  to  pay  cash  for  it.  He  gives  the  wholesaler 
or  the  manufacturer  his  promissory  note  for  sixty  or  ninety 
days.  The  manufacturer  or  the  wholesaler  takes  this  promis¬ 
sory  note  to  the  bank,  indorses  it,  and  "  sells  ”  it  to  the  bank. 
The  bank  pays  him  the  face  value  of  the  note  minus  the  dis¬ 
count  for  sixty  or  ninety  days.  Does  the  bank  pay  him  actual 
money?  Not  at  all:  it  credits  him  on  his  deposit  account. 
Thus  demand  deposits  originate  in  large  part  through  loans. 

It  may  be  that  the  manufacturer  agreed  to  carry  the  retailer 
on  his  books  for  sixty  or  ninety  days.  But  the  manufacturer 
is  in  need  of  circulating  media  to  pay  his  obligations.  He 
therefore  borrows  at  the  bank  on  his  own  promissory  note  for 
sixty  or  ninety  days.  The  bank  discounts  the  note ;  that  is, 
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credits  him  on  his  deposit  account  with  the  face  value  of  the 
note  minus  the  discount. 

There  is  still  another  way  in  which  the  sale  to  the  retailer 
may  be  financed.  The  wholesaler,  upon  having  sold  the  goods, 
may  draw  a  draft  on  the  retailer  for  sixty  or  ninety  days.  This 
draft,  or  bill  of  exchange,  is  an  order  drawn  on  the  retailer  to 
pay  the  sum  of  money  in  question.  He  then  takes  it  to  his 
bank  and  has  it  discounted.  At  the  end  of  the  sixty  or  ninety 
days  the  banker  presents  it  to  the  retailer  for  payment. 

Most  deposits,  then,  do  not  originate  through  the  deposit 
of  money,  checks,  bank  drafts,  or  money  orders;  they  arise 
through  the  process  of  discounting.  The  bank  "  buys  ”  prom¬ 
issory  notes  or  bills  of  exchange  and  gives  in  exchange  its  own 
promise  to  pay  money  on  demand.  But  the  bank’s  promise 
to  pay  money  on  demand  (bank  credit)  is,  in  practice,  as  good 
as  money  itself,  since  checks  properly  indorsed  are  usually 
accepted  as  media  of  exchange. 

The  Volume  of  Deposit  Currency.  Demand  deposits  are  fre¬ 
quently  referred  to  as  " deposit  currency.”  The  total  volume 
of  deposit  currency  in  the  country  at  any  one  time  may  be 
said  to  be  measured  by  the  total  volume  of  demand  deposits. 
The  volume  of  checks  in  circulation  represents  the  volume  of 
deposit  currency  in  use  at  any  given  time.  Only  a  small  part 
of  the  total  volume  of  deposit  currency  is  in  use  at  any  one 
time,  just  as  only  a  small  part  of  the  money  in  circulation  is 
in  use  at  any  one  time. 

As  a  rule,  every  bank  carries  a  deposit  account  with  several 
other  banks.  These  banks  are  known  as  its  correspondents. 
Banks  may  draw  upon  these  deposits  just  as  individuals  draw 
upon  their  checking  accounts.  They  do  so  by  writing  bank 
drafts.  If  you  owed  a  debt  to  somebody  in  New  York  to  whom 
your  check  would  not  be  acceptable,  you  would  probably  go  to 
your  bank  and  buy  a  bank  draft  and  mail  it  to  your  creditor. 
Bank  drafts  are  therefore  really  equivalent  to  checks,  since 
both  are  drawn  against  deposit  accounts.  Deposit  currency 
thus  circulates  in  the  form  of  checks  or  bank  drafts. 
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Bank  deposits,  it  will  be  remembered,  are  promises  on  the 
part  of  banks  to  pay  money  on  demand.  At  first  thought  it 
might  appear  that  the  total  volume  of  such  deposits  would 
never  be  large  because  they  would  soon  be  paid  out  in  money 
on  demand.  It  may  therefore  seem  surprising  that  the  volume 
of  demand  deposits  is,  year  in  and  year  out,  approximately 
five  times  the  quantity  of  money  in  circulation.  Deposits  are 
surely  intended  for  use.  Why  are  they  not  drawn  upon  ?  The 
answer  is  that  they  are  constantly  being  drawn  upon,  but  the 
checks  are  re-deposited  as  fast  as  they  are  drawn.  Indeed, 
some  checks  are  constantly  being  presented  for  actual  money, 
but  the  money  soon  gets  into  the  hands  of  someone  who  re¬ 
deposits  it.  Promissory  notes  and  bills  of  exchange  are  con¬ 
stantly  maturing,  but  others  are  constantly  being  discounted. 
It  is  clear  that  deposit  currency  constitutes  a  medium  of 
exchange  which  is  constantly  in  circulation  side  by  side  with 
money  itself.  To  be  sure,  there  are  seasonal  and  cyclical  fluc¬ 
tuations  in  the  outstanding  volume  of  deposit  currency  and 
money.  At  times  relatively  more  of  the  total  circulating  media 
consists  of  deposit  currency;  at  other  times  relatively  more 
consists  of  money.  Thus  during  the  fall  of  the  year  in  the  crop- 
moving  season  there  is  a  heavy  demand  for  actual  money.  At 
such  times  deposits  are  being  converted  into  money. 

Banks  keep  far  too  little  money  in  their  vaults  actually  to 
pay  the  total  volume  of  deposits  if  all  deposit  claims  were 
presented  for  payment  at  any  one  time.  They  must,  however, 
keep  a  certain  amount  of  cash  in  reserve,  since  a  small  pro¬ 
portion  of  the  deposits  (as  noted  above)  is  constantly  being 
demanded  in  money.  This  accounts  for  the  fact  that  such  a 
large  proportion  of  the  total  money  supply  of  the  country  is 
not  in  general  circulation,  but  is  held  by  the  banks.  About 
half  the  money  of  the  country  is  so  held. 

We  have  now  reached  a  point  where  it  becomes  necessary 
to  describe  briefly  the  structure  of  our  banking  institutions  in 
order  to  see  clearly  the  interrelations  of  cash  reserves,  money 
in  general  circulation,  deposits,  and  loans. 


MONEY  AND  CREDIT 


331 


The  Federal  Reserve  System.  At  the  head  of  our  banking 
system  are  the  twelve  Federal  Reserve  Banks.  To  these  are 
attached  the  member  banks,  consisting  of  all  the  national 
banks  and  many  of  the  state  banks  and  trust  companies. 
The  Federal  Reserve  Banks  are  bankers’  banks.  They  do  not 
receive  deposits  from  anyone  except  member  banks  and  the 
United  States  government.  The  member  banks  serve  the 
public;  the  Federal  Reserve  Banks  serve  the  member  banks. 
The  Federal  Reserve  Banks  are  required  to  keep  a  cash  re¬ 
serve  of  35  per  cent  of  lawful  money  against  their  deposits ; 
the  member  banks  are  required  to  keep  a  reserve  of  7,  10, 
or  13  per  cent  against  their  deposits,  depending  on  which 
of  three  groups  of  cities  the  bank  is  located  in.  Minneap¬ 
olis  banks  are  required  to  keep  10  per  cent.  Some  fifty 
cities  are  in  the  10  per  cent  class.  The  vast  majority  are  in 
the  7  per  cent  class,  and  only  banks  located  in  New  York 
and  Chicago  are  in  the  13  per  cent  class.  The  member  banks 
are  required  to  keep  all  their  legal  reserves  with  the  Federal 
Reserve  Banks.  Of  course,  they  necessarily  keep  a  consid¬ 
erable  amount  of  cash  on  hand  to  meet  their  daily  require¬ 
ments.  But  the  7,  10,  or  13  per  cent  reserve  must  be  deposited 
with  the  Federal  Reserve  Bank  in  their  district.  These  con¬ 
stitute  the  bulk  of  the  deposits  of  the  Federal  Reserve  Banks, 
against  which,  it  will  be  remembered,  only  a  35  per  cent  cash 
reserve  is  required.  Looking  at  the  banking  system  as  a 
whole,  therefore,  we  see  that  only  about  $3.50 1  of  actual  cash 
need  be  available  in  the  vaults  of  the  banks  to  guarantee  the 
redemption  of  every  $100  of  deposits  owned  by  the  public. 
As  a  rule,  about  twice  that  much  is  actually  available. 

Individual  business  firms,  as  we  have  seen,  may  present 
their  promissory  notes  and  bills  of  exchange  for  discount,  and 

1  On  the  average  the  reserves  maintained  by  the  member  banks  amount  to  about 
$10  for  every  $100  of  demand  deposits  issued  by  them ;  and,  since  reserves  of  the 
member  banks  appear  on  the  books  of  the  Federal  Reserve  Bank  as  deposits  against 
which  a  35  per  cent  reserve  of  lawful  money  is  required,  it  is  clear  that  a  minimum 
of  $3.50  must  be  held  against  each  $10  reserve  deposit,  which,  in  turn,  represents 
$100  of  demand  deposits  issued  by  the  member  banks. 
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in  return  they  ordinarily  receive  deposit  credit.  Member 
banks,  in  turn,  may  present  this  same  commercial  paper  for 
rediscount  to  the  Federal  Reserve  Bank  in  that  district.  When 
member  banks  re-discount  their  commercial  paper  in  this  man¬ 
ner  with  the  Federal  Reserve  Bank,  they  ordinarily  receive  in 
return  either  a  deposit  at  the  Federal  Reserve  Bank  or  Federal 
Reserve  notes.  If  the  member  bank  wishes  to  increase  its 
reserve  in  order  to  expand  its  loans,  it  will  probably  wish  to 
take  the  deposit  account ;  if,  on  the  other  hand,  the  member 
bank  needs  more  money  to  pay  out  to  its  customers,  it  will 
be  likely  to  take  the  Federal  Reserve  notes.  It  makes  very 
little  difference  to  the  Federal  Reserve  Bank  which  is  pre¬ 
ferred.  Federal  Reserve  notes  are  a  promise  of  the  Federal 
Reserve  Bank  issuing  them,  just  as  are  also  the  deposits. 
The  Federal  Reserve  Bank  must  maintain  a  gold  reserve  of 
40  per  cent  against  these  notes  and,  in  addition,  a  sufficient 
amount  of  commercial  paper  to  equal,  together  with  the  gold 
reserves,  not  less  than  100  per  cent  of  the  notes  issued.  It  is 
therefore  slightly  more  advantageous  for  the  Federal  Reserve 
Bank  to  credit  the  member  bank  with  a  deposit,  since  a 
reserve  of  only  35  per  cent  is  required  in  the  case  of  deposits, 
and  the  reserve  may  be  in  any  form  of  lawful  money.  Since, 
however,  the  vast  bulk  of  the  lawful  money  held  by  the  Fed¬ 
eral  Reserve  Banks  is  in  gold  anyway,  the  difference  between 
these  requirements  is  not  great.  It  is  therefore  clear  that  the 
Federal  Reserve  notes  are  closely  analogous  to  deposit  ac¬ 
counts  with  the  Federal  Reserve  Banks.  But  only  member 
banks  can  have  deposits  with  the  Federal  Reserve  Banks, 
whereas  the  Federal  Reserve  notes  rapidly  get  into  general 
circulation.  The  deposits  in  Federal  Reserve  Banks  get  into 
general  circulation  only  through  the  "deposit  currency"  issued 
by  the  member  banks,  which  deposit  currency  is  based  on 
the  reserves  carried  by  member  banks  with  Federal  Reserve 
Banks.  Since  these  "reserves"  are  in  reality  deposit  accounts 
issued  by  the  Federal  Reserve  Bank  to  member  banks,  it  is 
clear  that  the  deposit  currency  in  general  circulation  is  based 
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on  the  "deposit  reserves”  issued  by  the  Federal  Reserve 
Banks.  It  should  be  noted,  however,  that  the  bulk  of  the 
reserves  maintained  by  the  member  banks  with  the  Federal 
Reserve  Banks  were  originally  established  by  the  actual  trans¬ 
fer  of  lawful  money. 

Suppose,  now,  that  the  depositors  in  member  banks  are 
calling  for  cash,  as  in  the  Christmas  season.  At  such  times 
depositors  have  their  deposits  converted  into  cash.  How 
can  the  member  banks  supply  this  cash?  They  can  in  turn 
demand  that  such  surplus  deposits  (over  and  above  their 
legal  reserve  requirements)  as  are  carried  with  the  Federal 
Reserve  Banks  be  converted  into  Federal  Reserve  notes.  The 
cash  reserves  of  the  Federal  Reserve  Banks  will  scarcely  be 
affected  at  all  by  this  demand  for  cash.  Their  deposit  obli¬ 
gations  have  been  converted  into  note  obligations.  But  the 
reserves  of  the  member  banks  will  be  affected.  In  this  respect 
our  banking  system  is  not  nearly  so  flexible  as  is  the  Canadian 
system,  which  permits  every  bank  to  do  just  what  our  Federal 
Reserve  Banks  alone  can  do;  namely,  to  convert  deposit  obli¬ 
gations  into  note  obligations.  Our  member  banks  cannot  issue 
bank  notes  on  a  basis  at  all  analogous  to  the  basis  on  which 
they  can  create  deposits.  But  the  fact  that  our  Federal  Reserve 
Banks  can  do  so  gives  a  large  measure  of  elasticity  to  the  sys¬ 
tem.  Our  member  banks  may  secure  additional  cash  by  redis¬ 
counting  additional  commercial  paper  and  thus  obtain  Federal 
Reserve  notes  with  which  to  pay  their  depositors.  Thus  mem¬ 
ber  bank  credit  (individual  deposits)  is  converted  into  Reserve 
bank  credit  (Federal  Reserve  notes).  Indirectly,  then,  our 
system  provides  an  elasticity  similar  to  that  of  Canada. 

Our  Monetary  System.  Our  circulating  media  thus  consist 
chiefly  of  deposit  currency  and  notes.  Deposit  currency  com¬ 
poses  the  greater  part  of  the  circulating  media,  and  Federal 
Reserve  notes  the  major  portion  of  the  money  in  circulation. 
Back  of  deposit  currency  lie  the  cash  reserves  of  the  banks. 
In  the  case  of  banks  which  are  members  of  the  Federal  Re¬ 
serve  system  these  reserves  are  deposited  with  the  Federal 
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Reserve  Banks,  and  back  of  these  deposits  in  turn  is  the 
35  per  cent  cash  reserve  in  lawful  money  held  by  Federal  Re¬ 
serve  Banks.  Back  of  the  Federal  Reserve  notes  is  the  40  per 
cent  gold  reserve  held  by  the  Federal  Reserve  Banks.  Much 
of  our  money  supply  is  therefore  held  as  reserve  against  other 
money;  for  example,  the  gold  that  is  held  against  Federal 
Reserve  notes  and  United  States  notes.  But  more  is  held  as 
a  reserve  against  deposit  currency.  A  dollar  of  lawful  money 
held  in  reserve  may  become  $30  in  deposit  currency.  There¬ 
fore  money  proper  cuts  a  much  larger  figure  as  a  reserve 
against  deposit  currency  than  as  a  circulating  medium.  The 
reserve  function  of  money  is  far  more  important  than  the 
circulating-medium  function. 

Gold  is  the  base  of  our  monetary  system.  It  is  our  measure 
of  value.  Upon  this  base  is  built  a  superstructure  of  other 
forms  of  money  and  of  deposit  currency.  The  size  of  the 
superstructure  depends  upon  two  things:  the  quantity  of 
gold  and  the  quantity  of  money  and  deposit  currency  which 
the  reserve  efficiency  of  banks  is  capable  of  erecting  upon  each 
gold  dollar  without  transgressing  the  limits  of  safety.  Our 
circulating  media  can  increase  only  as  gold  and  the  reserve 
efficiency  of  banks  increase. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  In  the  latter  part  of  1862  the  gold  in  the  gold  dollar  became 
worth  $1.15.  How  could  this  be  possible  ?  Explain  precisely  what  is 
meant.  How  does  Gresham’s  law  apply  to  this  situation? 

2.  If  the  market  ratio  in  a  bimetallic  country  was  17  to  1  and  the 
mint  ratio  was  16  to  1,  which  metal  would  be  driven  out  of  monetary 
circulation  ? 

3.  As  a  practical  banker  I  cannot  agree  that  bank  deposits  increase 
as  a  result  of  an  increase  in  loans.  In  our  bank  we  are  always  anxious 
to  increase  our  deposits,  since  this  enables  us  to  increase  our  loans  ” 
Evaluate  this  statement. 

4.  A  Minneapolis  flour  mill  (Company  X)  sells  flour  to  a  merchant 
(Mr.  Brown)  in  Winona.  Suppose  settlement  is  made  with  a  bill  of 
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exchange.  Write  out  a  facsimile  of  such  a  draft.  Suppose  settlement 
is  made  with  a  bank  draft.  Write  out  the  substance  of  such  a  draft. 

5.  "Banks  are  peculiar  in  this  respect,  that  they  are  the  only  busi¬ 
ness  institutions  that  boast  of  the  volume  of  their  debts.”  Indicate 
what  is  meant  by  this  statement. 

6.  "Banks  issue  money  and  money  substitutes.  But  the  quantity 
that  they  can  issue  is  limited.”  Explain. 

7.  "  Banks  may  be  said  to  be  institutions  which  manufacture  money. 
But  this  right  ought  to  be  reserved  exclusively  to  the  government.” 
Do  you  agree  ? 

8.  "  It  is  a  great  social  waste  to  use  such  a  valuable  commodity  as 
gold  for  monetary  purposes.  Government  paper  money  would  serve 
just  as  well.”  Discuss. 

9.  Over  9,000  banks  are  members  of  the  Federal  Reserve  system. 
These  banks  control  two-thirds  of  the  banking  resources  of  the  coun¬ 
try,  but  they  constitute  only  one-third  of  the  banks.  Do  you  think 
that  all  the  state  banks  should  be  compelled  to  become  members  of 
the  Federal  Reserve  System  ? 


CHAPTER  XXI 

PRICE  FLUCTUATIONS 

In  this  chapter  we  shall  consider  first  the  movements  of 
prices  historically,  and,  second,  the  effect  of  these  price  fluc¬ 
tuations  on  various  classes  in  economic  society.  We  leave  to  a 
subsequent  chapter  the  consideration  of  the  causes  of  these 
price  movements. 

Relative  Prices,  or  Index  Numbers.  The  changes  in  the  price 
of  a  certain  commodity  over  a  period  of  time  may  be  noted  by 
comparing  the  actual  price  in  a  certain  month  or  year  with  the 
actual  prices  in  subsequent  and  preceding  months  or  years. 
If,  however,  we  are  interested  primarily  not  in  the  actual 
price,  but  in  the  price  changes  from  month  to  month  or  from 
year  to  year,  it  will  be  preferable  to  use  relative  prices  instead 
of  actual  prices.  Relative  prices  show  the  percentage  changes 
in  prices  from  a  certain  base  month  or  year.  Thus,  if  the  price  in 
a  certain  year  or  month  is  10  per  cent  higher  than  in  the  base 
year  or  month,  the  relative,  or  index  number,  would  be  110, 
and  the  relative,  or  index  number,  for  the  base  year  would  be 
100.  The  device  of  relatives,  or  index  numbers,  makes  it  easier 
for  the  mind  to  comprehend  quickly  the  degree  to  which  the 
price  in  a  certain  period  is  above  or  below  another  period. 

Relatives,  or  index  numbers,  perforjn  another  useful  pur¬ 
pose  :  they  make  it  possible  for  us  to  grasp  readily  the  changes 
in  the  general  level  of  prices  of  hundreds  or  even  thousands  of 
commodities.  If  one  had  before  him  the  actual  prices  of  several 
hundred  commodities  for  a  ten-year  period,  it  would  be  abso¬ 
lutely  impossible,  even  after  extended  study  of  the  figures, 
to  get  any  very  definite  idea  of  the  extent  to  which  prices  gen¬ 
erally  had  risen  or  fallen  until  these  actual  prices  had  been 
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reduced  to  relatives,  or  index  numbers.  We  shall  now  explain 
briefly  how  index  numbers  are  constructed. 

Table  XIII  gives  the  actual  wholesale  prices  of  five  com¬ 
modities  from  1913  to  1923. 

Table  XIII.  Wholesale  Prices  of  Five  Commodities 


Flour 

(Average 

Price 

per  Barrel) 

Milk 

(Average 

Price 

per  Quart) 

Beef 

(Average 

Price 

per  Pound) 

Men’s 

Dress  Shoes 
(Average 
Price 
per  Pair) 

Anthracite 
Coal 
(Average 
Price 
per  Ton) 

1913 . 

$4.42 

$0,044 

$0,130 

$2.24 

$5.31 

1914 . 

4.94 

.042 

.136 

2.28 

5.32 

1915 . 

6.50 

.042 

.129 

2.48 

5.33 

1916 . 

7.09 

.045 

.138 

2.71 

5.57 

1917 . 

11.23 

.063 

.167 

3.28 

5.94 

1918 . 

10.14 

.078 

.221 

3.30 

6.86 

1919 . 

11.98 

.084 

.233 

4.32 

8.27 

1920  . 

12.27 

.085 

.230 

4.50 

9.50 

1921 . 

7.97 

.075 

.163 

3.21 

10.53 

1922  . 

6.96 

.073 

.150 

3.00 

10.60 

1923  . 

6.19 

.076 

.158 

3.15 

10.88 

If,  now,  we  reduce  these  actual  prices  to  relatives,  or  index 
numbers,  we  obtain  a  table  like  Table  XIV.  In  this  table  we 
have  selected  the  year  1913  as  the  base  year  with  which  all 
other  years  are  compared. 


Table  XIV.  Index  Numbers,  or  Relatives,  of  Wholesale  Prices 

of  Five  Commodities 

(1913  =  100) 


1913  . 

1914  . 

1915  . 

1916  . 

1917  . 

1918  . 

1919  . 

1920  . 

1921  . 

1922  . 

1923  . 


Flour 


Milk 


Beef 


Shoes 


Coal 


100 

112 

147 

160 

254 

229 

271 

277 

180 

157 

140 


100 

94 

95 
102 
143 
175 
191 
191 
169 
164 
172 


100 

105 

100 

107 

129 

171 

180 

178 

126 

116 

122 


100 

102 

111 

121 

147 

148 
193 
201 
143 
134 
141 


100 

100 

100 

105 

112 

129 

156 

179 

198 

200 

205 
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From  Table  XIV  we  can  readily  tell  at  a  glance  the  changes 
in  price  from  year  to  year  for  each  commodity ;  but  how  much 
had  the  prices  of  all  five  commodities  risen  on  the  average  in 
1917,  for  example,  over  1913?  One  cannot  easily  tell  this 
from  the  table.  To  answer  this  question  it  becomes  necessary 
to  construct  an  average  index  number  from  the  five  index 
numbers  given.  Now  there  are  a  great  many  different  types 
of  averages.  Some  give  good  results,  and  others  give  poor 
results. 

The  Making  of  Index  Numbers.  We  shall  consider  only 
four  types  of  averages:  (1)  simple  arithmetical  average, 
(2)  weighted  arithmetical  average,  (3)  median  average,  and 
(4)  simple  geometrical  average. 

The  simple  arithmetical  average  is  obtained  by  adding  to¬ 
gether  the  five  index  numbers  (for  the  year  1917,  for  example) 
and  dividing  by  5.  This  type  of  average  is  defective  in  that 
it  gives  equal  weight  to  each  commodity,  whereas  they  are 
as  a  matter  of  fact  of  unequal  importance. 

The  weighted  arithmetical  average  corrects  this  defect.  It 
is  calculated  by  multiplying  each  index  number  for  any  one 
year  by  its  appropriate  weight,  adding  the  results,  and  divid¬ 
ing  by  the  sum  of  the  weights.  By  this  method  each  of  the 
commodities  affects  the  average  index  number  in  proportion 
to  its  relative  importance.  If  flour  is  relatively  twice  as  im¬ 
portant  as  milk,  it  should  be  weighted  twice  as  heavily  as 
milk.  The  Bureau  of  Labor  Statistics  weights  each  of  the  550 
commodities  from  which  it  constructs  its  index  number  of 
wholesale  prices  according  to  the  total  value  of  each  com¬ 
modity  sold  in  the  markets  in  1923-1925.  Each  commodity 
thus  affects  the  final  index  number  in  proportion  to  its  rela¬ 
tive  importance. 

If  no  weights  are  obtainable,  it  has  been  found  that  the 
median  and  simple  geometrical  averages  are  to  be  preferred 
to  the  simple  arithmetical  average.  The  median  is  calculated 
by  finding  the  index  number  which  occupies  a  central  position 
with  reference  to  all  the  rest.  It  is  easy  to  calculate,  since  all 
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one  has  to  do  is  to  arrange  the  various  index  numbers  for  any 
one  year  in  order,  from  the  lowest  to  the  highest,  and  find  the 
middle  number.  The  simple  geometrical  average  is  the  wth 
root  of  the  product  of  the  index  numbers  of  n  commodities. 
It  is  calculated  by  finding  the  logarithms  of  the  various 
numbers  for  the  year  in  question,  summating  these  logarithms, 
dividing  this  sum  by  the  number  of  logarithms  summated, 
and  then  finding  the  antilog  of  this  number. 

These  four  types  of  averages  are  illustrated  in  Table  XV. 
For  the  weighted  arithmetical  average  the  following  weights 
were  used  :  flour,  8 ;  milk,  4 ;  beef,  6 ;  shoes,  1 ;  coal,  5. 

Table  XV.  Average  Relative  Prices  of  Five  Commodities,  1913-1923 


1913 

1914 

1915 

1916 

1917 

1918 

1919 

1920 

1921 

1922 

1923 


Simple 

Arithmetical 

Average 

Weighted 

Arithmetical 

Average 

Median 

Average 

Simple 

Geometrical 

Average 

100 

100 

100 

100 

103 

105 

102 

102 

111 

119 

100 

109 

119 

124 

107 

117 

157 

170 

143 

150 

170 

181 

171 

166 

198 

208 

191 

195 

205 

214 

191 

202 

163 

167 

169 

161 

154 

156 

157 

152 

156 

154 

141 

153 

History  of  Prices.  Fig.  25  shows  the  general  movement  of 
wholesale  prices  in  England  and  the  United  States  from  1790 
to  1927.  The  curve  for  the  United  States  is  an  average  of 
about  eighty  commodities  in  the  first  part  of  the  period  and 
about  four  hundred  commodities  in  the  last  part.  The  curve 
for  1790-1890  is  constructed  by  the  simple-arithmetical- 
average  method,  and  the  weighted  arithmetical  average  is 
used  for  the  period  from  1890  to  1927.  The  British  curve  is 
constructed  by  means  of  the  simple  geometrical  method  from 
1790  to  1850  and  by  the  simple  arithmetical  method  from  1850 
to  1927.  In  spite  of  differences  in  commodities  and  method  of 
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construction  the  two  curves  show  marked  similarity,  indicating 
that  the  forces  affecting  prices  transcend  national  boundaries. 

Let  us  center  our  attention  on  the  American  curve.  Three 
large  price  upheavals  are  noticeable.  The  first  was  coincident 
with  the  War  of  1812  and  the  Napoleonic  wars  in  Europe,  the 
second  came  with  the  Civil  War,  and  the  third  with  the  great 
World  War.  Wars  have  been  major  causes  of  price  upheavals. 


Certain  broad  trends  are  noticeable.  The  general  trend  was 
upward  from  1790  to  1814.  Then  there  was  a  long  downward 
trend  from  1814  to  1849 ;  then  an  upward  swing  from  1849  to 
1865,1  followed  by  a  long  downward  movement  which  cul¬ 
minated  in  1897.  This  was  followed  by  an  upward  movement 
until  1920. 

Superimposed  on  these  long-run  secular  trends  are  the 
short-run  fluctuations  of  prices  which  correspond  to  the  move¬ 
ments  of  the  business  cycle.  From  1895  to  1915  there  were  six 
price  waves  of  this  sort.  Thus  prices  are  constantly  rising  and 
falling,  but  each  succeeding  wave  may  be  higher  or  lower  than 


1  The  high  point  was  reached  in  England  in  1873. 
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the  preceding,  depending  on  whether  the  long-run  trend  is 
in  an  upward  or  downward  direction. 

Effect  of  Price  Fluctuations.  These  price  fluctuations  con¬ 
stitute  one  of  the  gravest  evils  of  modern  economic  life.  The 
mere  fact  of  high  or  low  prices  is  itself  of  no  consequence. 
Sometimes  we  hear  people  talk  as  though  high  prices  were 
inherently  an  evil  and  low  prices  inherently  good.  To  be  sure, 
everyone  wishes  to  buy  at  low  prices  and  to  sell  at  high  prices ; 
but  since  buying  and  selling  are  two  sides  of  the  same  shield,  it 
is  obvious  that  this  is  impossible.  If  prices  run  uniformly  on  a 
high  level,  incomes  from  property  and  services  may  also  be 
expected  to  run  on  a  high  level,  and  nobody  is  any  worse  off. 
Similarly,  if  prices  are  low,  incomes  from  property  and  services 
will  also  be  low,  and  nobody  will  be  any  better  off.  High  and 
low  prices  in  themselves  make  no  difference.  It  is  the  change 
from  high  prices  to  low  prices  or  vice  versa  that  hurts.  Rising 
prices  benefit  certain  economic  groups  and  injure  others;  fall¬ 
ing  prices  injure  some  and  benefit  others. 

It  therefore  becomes  necessary  in  considering  the  economic 
effects  of  price  fluctuations  to  deal  with  economic  groups  or 
classes.  Numerous  groupings  might  be  made,  but  we  shall 
concern  ourselves  with  two  pairs  of  opposing  groups  of  major 
importance  from  the  standpoint  of  price  fluctuations.  The 
first  pair  are  borrowers  and  lenders.  They  are  especially  af¬ 
fected  by  the  long-run  trends  of  prices.  The  second  pair  are 
the  entrepreneurial  class  and  the  wage-earning  class,  who  are 
also  affected  by  the  long-run  trends,  but  more  especially  by 
the  short-run  cycles.  Since  the  borrowing  class  is  chiefly  con- 
posed  of  entrepreneurs,  we  have  here  really  three  groups  en¬ 
trepreneurs,  capitalists,  and  wage-earners.  Entrepreneurs  are 
chiefly  affected  as  borrowers  by  the  long-run  trends  of  prices, 
and  as  employers  and  enterprisers  by  the  short-run  price 
cycles. 

How  do  the  long-run  trends  of  prices  affect  borrowers  and 
lenders?  Consider  first  the  borrowing  class.  Let  us  suppose 
that  a  certain  farmer  bought  a  piece  of  land  in  1864  at  a  price 
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of  $20,000.  He  paid  down  $10,000  and  borrowed  the  remainder 
on  a  fifteen-year  loan.  In  1879  the  wholesale  prices  of  farm 
products  had  dropped  to  a  point  less  than  half  as  high  as  the 
prices  that  prevailed  in  1864.  Under  these  circumstances  the 
farmer’s  money  income  was  rapidly  falling.  With  a  declining 
money  income  it  became  increasingly  difficult  for  him  to  pay 
the  interest  on  his  mortgage  and  to  meet  the  payment  of  the 
principal  when  it  fell  due  in  1879.  Nor  could  he  renew  his  loan 
of  $10,000  in  1879  ;  for  by  that  time  the  value  of  his  land  had 
fallen  far  below  the  1864  level,  and  it  would  not  have  been  safe 
for  any  investor  to  lend  him  three  fourths  or  more  of  the  value 
of  his  land.  Not  only  was  his  income  declining,  but  his  original 
equity  of  $10,000  in  the  land  was  vanishing.  By  1879  he  had 
lost  a  large  part  if  not  all  of  what  he  had  paid  for  the  land. 
Falling  prices  were  reducing  both  his  income  and  his  property. 

Out  of  the  decline  in  prices  from  1865  to  1897  grew  certain 
important  social  and  political  movements,  such  as  the  green¬ 
back,  populist,  and  silver  movements.  Declining  prices  were 
robbing  the  borrowing  class,  and  particularly  the  farmers,  of 
income  and  property.  No  matter  how  hard  the  farmer  worked 
and  saved,  the  fall  in  prices  defeated  all  his  efforts.  The  dollar 
which  he  had  borrowed  had  to  be  repaid  in  later  years  by  a 
dollar  which  represented  more  products  and  therefore  more 
labor  and  saving  than  the  dollar  he  had  borrowed.  It  was  a 
"dishonest”  dollar. 

Consider,  now,  the  effect  of  a  rising  price  level  on  the  bor¬ 
rowing  class.  Suppose  a  farmer  bought  a  farm  in  1900  for 
which  he  paid,  let  us  say,  $20,000.  He  advanced  $10,000  of 
the  purchase  price  and  borrowed  the  rest  on  a  ten-year  mort¬ 
gage.  From  1900  to  1910  the  general  level  of  farm-product 
prices  increased  47  per  cent.  The  farmer’s  money  income  was 
rapidly  rising.  With  his  enlarged  money  income  it  proved 
much  easier  to  pay  off  the  loan  of  $10,000  than  he  had  antici¬ 
pated.  He  had  borrowed  dear  dollars  and  was  paying  back 
cheap  dollars.  In  the  meantime  the  value  of  his  land  doubled. 
If  our  farmer  was  not  disposed  to  save  sufficient  to  pay  off  the 
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loan,  he  would  find  no  difficulty  whatever  in  borrowing 
$10,000  on  a  farm  now  worth  $40,000.  Though  he  had  not 
saved  a  cent  of  his  yearly  income,  his  equity  in  the  land  had 
increased  from  $10,000  to  $30,000. 

It  is  true  that  in  the  two  periods  which  we  have  selected  for 
illustration  there  were  other  factors,  besides  the  fluctuations  in 
the  general  price  level,  which  affected  the  farmer’s  income  and 
property.  The  development  of  the  factory  system  and  large- 
scale  production,  together  with  the  progressive  cheapening  of 
transportation,  were  bringing  manufactured  commodities  to 
the  farmer’s  door  at  more  and  more  favorable  prices.  Like¬ 
wise  the  disappearance  of  free  land  and  the  great  growth  of 
population  from  1900  to  1910  accounts  in  part  for  the  fact 
that  the  prices  of  farm  products  rose  faster  than  general  prices. 
This  affected  favorably  not  only  the  purchasing  power  of  the 
farmer’s  income  but  the  value  of  all  his  property.  This  aspect 
of  the  problem  will  be  taken  up  in  greater  detail  in  a  later 
chapter. 

Turn  now  to  the  lending,  or  investing,  class.  Suppose  a  man 
left  his  widow  an  estate  of  $60,000  in  1897  invested  in  bonds 
and  mortgages.  At  5  per  cent  interest  this  would  yield  her  an 
income  of  $3000.  From  1897  to  1914  the  cost  of  living  ad' 
vanced  about  40  per  cent.  The  $3000  income  would  buy  in 
1914  only  a  little  over  two  thirds  of  the  goods  and  services 
which  it  would  have  bought  in  1897.  The  rising  price  level  had 
confiscated  one  third  of  the  widow’s  real  income.  From  1914  to 
1920  the  cost  of  living  more  than  doubled.  The  $3000  income 
could  buy  in  1920  only  about  one  third  of  the  goods  and  serv¬ 
ices  that  it  could  have  bought  in  1897.  The  rising  price  level 
had  stolen  two  thirds  of  the  widow’s  real  income. 

A  striking  illustration  of  the  effect  of  a  rising  price  level  is  to 
be  found  in  Germany’s  experience  during  the  decade  from  1913 
to  1923.  Suppose  a  man  had  invested  4,000,000  marks  (ap¬ 
proximately  $1,000,000)  in  high-grade  bonds  and  mortgages. 
By  August,  1923,  prices  had  increased  to  such  an  extent  that 
the  purchasing  power  of  4.000,000  paper  marks  had  been 
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reduced  to  the  equivalent  of  6  pre-war  marks.  Thus  a  million- 
dollar  fortune  invested  in  the  safest  possible  manner  had 
dwindled  in  ten  short  years  to  a  paltry  dollar  and  a  half.  The 
rising  price  level  had  confiscated  practically  the  entire  fortune. 
Subsequently  prices  rose  still  more  until  in  November,  1923, 
it  took  a  trillion  paper  marks  to  equal  a  gold  mark. 

Now  it  must  not  be  thought  that  this  loss  was  nobody’s 
gain.  The  physical  property  represented  by  these  bonds  and 
mortgages  was  probably  still  as  valuable  in  real  purchasing 
power  as  ever.  The  owners  of  this  property  who  had  borrowed 
on  bonds  and  mortgages  were  the  gainers.  The  rising  price 
level  almost  completely  wiped  out  their  entire  debt.  Thus  fluc¬ 
tuations  in  the  price  level  take  property  from  one  class  and 
hand  it  over  to  another  class.  Everyone  recognizes  the  im¬ 
portance  of  legal  protection  of  property  rights,  but  few  realize 
that  fluctuations  in  the  price  level  may  reduce  to  an  empty 
shell  the  property  value  ostensibly  safeguarded  by  a  bulwark 
of  legal  protection. 

On  the  other  hand,  a  falling  price  level  favorably  affects  the 
investor.  Every  decrease  in  prices  increases  the  purchasing 
power  of  his  income  and  his  property.  His  gain  is  the  bor¬ 
rower’s  loss. 

Consider  now  the  short-run  price  cycles  and  their  effect  on 
the  entrepreneurial  and  employing  class  on  the  one  hand  and 
the  wage-earning  class  on  the  other.  A  period  of  rising  prices 
is  regularly  a  period  of  profit-making  and  prosperity  for  entre¬ 
preneurs,  and  a  period  of  falling  prices  is  a  period  of  loss  and 
depression.  In  the  rising-price  period  all  the  entrepreneur’s 
costs,  with  the  single  exception  of  raw  materials,  lag  behind 
the  prices  of  the  products  which  he  has  to  sell.  But  even  on 
raw  materials  the  entrepreneur  often  makes  a  profit  in  rising- 
price  periods,  since  by  the  time  they  are  worked  up  into 
finished  products  prices  have  risen.  This  argument  would, 
however,  not  apply  to  orders  taken  in  advance  of  manufacture. 
Wages  and  all  the  fixed  charges,  such  as  interest,  rents,  and 
salaries,  lag  behind  general  wholesale  prices.  With  rising 
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prices  and  costs  lagging  behind,  the  margin  of  profit  is  widened. 
Moreover,  a  rising-price  period  comes  with  an  expanding 
market.  Thus  profits  increase  for  two  reasons  :  because  costs 
lag  behind  selling  prices  and  because  the  volume  of  sales  is 
increased.  Conversely,  in  falling  prices  the  entrepreneur  suf¬ 
fers  a  loss ;  for  sales  fall  off  and  costs  remain  high,  whereas 
selling  prices  rapidly  decline. 

The  wage-earning  class  is  affected  in  two  ways  by  the  short- 
run  movements  of  prices  :  as  to  employment  and  as  to  wages. 

Employment  rises  and  falls  with  the  cycle  of  prices.  Since 
the  market  is  improved  and  the  margin  of  profits  is  greater  in 
rising-price  periods,  entrepreneurs  are  eager  to  increase  pro¬ 
duction  and  employ  more  labor.  Similarly,  in  falling-price 
periods,  when  the  market  is  restricted  and  profits  are  dwindling 
and  often  losses  are  suffered,  the  entrepreneur  reduces  his  force 
and  sometimes  closes  down  completely.  Thus  employment 
rises  and  falls  with  the  movement  of  prices. 

The  effect  of  rising  and  falling  prices  varies  with  different 
classes  of  labor.  For  our  purposes  it  is  sufficient  to  distinguish 
between  common  labor  and  skilled  labor.  Employment  in¬ 
creases  for  all  classes  of  labor  in  rising-price  periods  and  de¬ 
creases  when  the  price  level  is  falling.  But  the  fluctuations  are 
much  more  marked  in  the  case  of  common  labor  than  of 
skilled  labor.  When  an  employer  is  contemplating  a  reduction 
of  his  working  force,  he  naturally  decides  to  lay  off  his  common 
labor  first.  He  is  loath  to  discharge  a  skilled  man  who  may  be 
hard, to  replace  when  business  picks  up.  The  skilled  men  con¬ 
stitute  the  vital  part  of  the  working  personnel,  and  it  is  im¬ 
portant  to  keep  this  part  of  the  organization  intact  as  far  as 
possible.  Thus  the  skilled  man  is  kept  on  the  job,  and  he  is 
kept  busy  partly  by  giving  him  unskilled  work  to  do  even 
though  he  is  paid  at  skilled  rates.  Common  labor  is  fairly 
homogeneous  ;  one  man  is  about  as  good  as  another,  and  any 
one  is  easily  replaced.  Hence  the  employer  does  not  hesitate  to 
discharge  the  common  laborers.  They  are  the  first  to  go,  and 
with  reviving  business  they  are  the  first  to  be  taken  on  again. 
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Many  skilled  laborers  suffer  greatly  from  seasonal  unemploy¬ 
ment,  but  common  labor  takes  the  brunt  of  the  unemployment 
which  goes  with  price  fluctuations. 

Price  fluctuations  affect  not  only  the  employment  of  labor 
but  also  the  purchasing  power  of  its  wages.  Here  we  are  in¬ 
terested  in  retail  prices  and  the  cost  of  living  and  not  in 
wholesale  prices.  Retail  prices  and  the  cost  of  living  do  not 
fluctuate  nearly  as  violently  as  do  wholesale  prices.  Not  only 
is  the  rise  and  fall  less  extreme,  but  there  is  a  considerable  lag. 
Hence  even  though  wages  regularly  lag  behind  wholesale 
prices  and  fluctuate  less  violently  than  these,  it  does  not  neces¬ 
sarily  follow  that  wages  fail  to  keep  pace  with  the  cost  of  living 
in  rising-price  periods  or  fall  as  rapidly  in  falling-price  periods. 
Yet,  on  the  whole,  wages  do  fail  to  keep  pace  with  the  cost  of 
living  both  on  the  upward  and  on  the  downward  movement. 

Here,  again,  the  effect  varies  with  different  labor  groups. 
So  far  as  skilled  labor  is  concerned,  it  is  clear  that  wages  fail 
to  keep  up  with  the  cost  of  living  in  rising-price  periods,  but 
also  fall  less  rapidly  in  declining-price  periods.  With  unskilled 
labor  the  opposite  is  true :  wages  rise  faster  than  the  cost  of 
living  in  the  upward  movement  and  fall  faster  in  the  down¬ 
ward  movement. 

Common  laborers  are  therefore  better  off  in  the  upward 
swing  of  the  price  cycle,  both  because  of  fuller  employment 
and  because  of  the  higher  purchasing  power  of  wages.  Like¬ 
wise  depression  is  an  unmitigated  evil  for  this  group,  both 
because  of  greater  unemployment  and  because  of  reduced 
real  wages.  For  the  skilled  laborers  the  case  is  not  so  clear. 
In  the  upward  movement  of  the  price  cycle  they  suffer  a 
distinct  loss,  since  wages  do  not  keep  pace  with  the  cost  of 
living.  On  the  other  hand,  they  gain  through  fuller  employ¬ 
ment.  In  the  downward  movement  they  lose  in  diminished 
employment,  but  gain  in  so  far  as  the  cost  of  living  falls  more 
rapidly  than  wages. 

But  so  far  as  industrial  unrest  is  concerned,  the  effect  of 
price  fluctuations  is  clear.  A  rise  in  price  gives  rise  to  unrest 
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for  three  reasons  :  first,  the  menacing  rise  in  the  cost  of  living, 
which,  as  we  have  seen,  particularly  affects  the  more  aggres¬ 
sive  and  better  organized  laborers  (the  skilled) ;  second,  the 
growing  volume  of  profits,  which  becomes  generally  known 
and  leads  to  aggressive  demands  for  higher  wages ;  third,  the 
increased  demand  for  labor,  which  makes  labor  more  inde¬ 
pendent  and  less  wary  of  risking  a  struggle.  On  the  other 
hand,  falling  prices  also  give  rise  to  labor  unrest.  Wage  cuts 
are  resisted  with  widespread  strikes,  and  unemployment  gives 
rise  to  radical  movements  looking  to  a  modification  of  the 
economic  structure  which  makes  such  conditions  possible. 

Labor  history  is  full  of  illustrations  showing  the  influence 
of  price  fluctuations  on  industrial  unrest.  The  first  great  labor 
movement  of  our  country  grew  out  of  the  enormous  upheaval 
in  prices  from  1833  to  1837.  National  unions  sprang  up  with 
the  price  upheaval  of  the  Civil  War  and  disappeared  almost 
wholly  with  the  panic  of  1873.  The  membership  of  the  Ameri¬ 
can  Federation  of  Labor  fluctuates  with  the  movement  of 
prices,  gaining  with  rising  prices  and  falling  off  in  declining- 
price  periods. 

Enough  has  been  said  to  indicate  that  the  problem  of  price 
fluctuations  is  one  of  the  most  important  in  the  whole  field  of 
economics.  We  shall  next  seek  to  explain  the  causes  of  these 
price  movements. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  "The  real  wealth  of  a  country  is  not  increased  or  diminished  by 
fluctuations  in  prices.  While  these  fluctuations  are  an  injury  to  certain 
individuals,  and  a  benefit  to  others,  from  a  social  point  of  view  there 
is  neither  any  gain  nor  any  loss.”  Criticize. 

2.  "The  price  curve  is  the  backbone  of  American  history.”  — 
Commons.  What  is  the  significance  of  this  statement? 

3.  "The  depreciation  of  the  monetary  standard  is  a  phenomenon  of 
considerable  social  importance,  and  one  whose  effects  must  be  re¬ 
garded,  on  the  whole,  as  beneficial.  To  begin  with,  its  ordinary  re¬ 
sult  is  a  rise  in  prices.  Now  a  rise  in  prices  is  a  useful  stimulus  to 
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production  :  it  keeps  the  spirit  of  enterprise  on  the  alert ;  it  encourages 
a  rise  of  wages ;  it  acts  as  a  tonic ;  it  is  a  symptom  of  sound  economic 
health.”  —  Gide.  Do  you  agree  with  this  statement? 

4.  "  If  all  prices  and  incomes  rose  equally,  no  harm  would  be  done 
to  anyone.”  Is  this  statement  true  ? 

5.  "Before  1896  the  'bloated  bondholder’  was  gaining.  Money 
lenders  like  Russell  Sage  rolled  up  wealth.  They  could  not  have  done 
so  after  1896.  Even  had  they  saved  every  penny  of  interest  and  com¬ 
pounded  it,  they  would  have  had  less  actual  purchasing  power  now 
than  when  they  started.  The  newly  rich  today  are  not  bondholders, 
but  stockholders.”  —  Fisher.  Explain. 

6.  "Falling  as  well  as  rising  prices  cause  discontent.  For  example, 
before  1896  the  western  farmer  hated  the  eastern  capitalist  whose 
mortgages  he  found  increasing  in  weight  owing,  he  thought,  to  some 
manipulation  of  the  market  of  money  or  produce  or  both.”  —  Fisher. 
Evaluate  this  statement. 


CHAPTER  XXII 


THE  THEORY  OF  MONEY  AND  PRICES 

In  the  last  chapter  we  discussed  price  fluctuations  and  their 
effect  on  various  economic  groups;  in  this  chapter  we  shall 
seek  to  explain  the  underlying  causes  of  these  price  fluctuations. 

The  Value  of  Money.  To  begin  with,  we  should  note  clearly 
the  difference  between  fluctuations  in  value  and  fluctuations 
in  price.  It  is  conceivable  that  the  price  of  a  commodity 
might  change  very  greatly,  yet  its  value  might  remain  un¬ 
changed.  The  value  of  a  commodity  is  the  quantity  of  other 
commodities  for  which  it  will  exchange ;  the  price  of  a  com¬ 
modity  is  the  quantity  of  money  for  which  it  will  exchange. 
Now  if  the  prices  of  all  commodities  exactly  doubled,  no 
change  would  take  place  in  the  value  of  these  commodities, 
but  prices  would  rise  100  per  cent.  Money  alone  would 
change  in  value.  A  unit  of  money  would  now  buy  only  half 
as  much  as  before.  The  value  of  a  unit  of  money,  like  the 
value  of  any  other  commodity,  depends  on  the  quantity  of 
goods  it  will  buy.  Thus  the  value  of  money  varies  inversely 
with  the  general  level  of  prices :  when  prices  rise,  the  value 
of  money  declines  correspondingly ;  when  prices  fall,  the  value 
of  money  rises. 

Standard  money  may  itself  be  made  from  a  commodity 
upon  which  the  government  has  placed  its  stamp  through  the 
process  of  coinage.  Thus  gold,  which  is  our  standard  money, 
is  itself  a  commodity.  The  value  of  standard  money  will 
always  correspond  to  the  value  of  the  metal  of  which  it  is 
composed  in  a  country  that  permits  free  (that  is,  unlimited) 
coinage  of  the  standard  money.  If  the  value  of  the  232.2  grains 
of  gold  metal  (and  remember  that  by  value  we  mean  the 
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quantity  of  other  goods  that  it  will  buy)  is  greater  than  the 
value  of  the  ten-dollar  gold  coin,  gold  as  money  will  be 
melted  up  and  converted  into  gold  as  a  commodity,  and  vice 
versa.  Thus  in  a  country  that  is  on  the  gold  standard  the 
price  of  gold  never  changes,  but  its  value  fluctuates  inversely 
with  prices.  If  the  prices  of  all  commodities  (except  gold) 
doubled,  their  value  would  be  unaltered,  but  the  value  of  the 
commodity  gold  would  be  reduced  to  half,  while  its  price 
remained  unchanged. 

It  is  clear,  then,  that  if  gold  is  standard  the  money  unit  is 
tied  to  the  commodity  gold  so  far  as  its  value  is  concerned. 
But  it  is  conceivable  that  the  standard  money  might  consist 
of  gold  coin  and  yet  gold  might  not  be  the  standard  of  value  at 
all.  This  could  be  true,  however,  only  in  case  the  coinage  of 
gold  were  limited  in  quantity.  In  that  case  it  is  quite  con¬ 
ceivable  that  a  gold  coin  containing  232.2  grains  of  gold  would 
have  a  value  very  much  greater  than  232.2  grains  of  gold.  As 
a  matter  of  fact,  Austria  at  one  time  had  as  the  standard 
money  a  silver  coin  worth  considerably  more  than  the  silver 
it  contained.  In  this  case  silver  was  just  a  commodity  like  any 
other  commodity,  fluctuating  in  price  along  with  other  com¬ 
modities  as  the  money  unit  appreciated  or  depreciated  in 
value.  The  fact  that  the  money  happened  to  be  made  of 
silver  had  apparently  no  effect  on  its  value.  What,  then,  did 
determine  its  value? 

The  value  of  money  depends  in  part  on  its  abundance  or 
scarcity  as  compared  with  the  quantity  of  goods  for  which  it 
is  exchanged.  Suppose  the  quantity  of  goods  or  commodities 
remains  unchanged  and  the  quantity  of  money  doubles.  Is  it 
possible  for  the  people  of  a  nation  to  buy  any  more  of  the 
enjoyable  things  they  desire  simply  because  the  quantity  of 
money  in  circulation  has  doubled  ?  Obviously  not.  It  is  clear 
that  it  is  impossible  to  purchase  any  more  goods  and  services 
than  have  been  produced  regardless  of  how  much  money  may 
be  in  the  country ;  and  since  there  are  no  more  goods  to  be 
purchased  than  before,  it  follows  that  more  money  will  be 
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exchanged  for  the  same  quantity  of  goods.  This  amounts  to 
the  same  thing  as  saying  that  prices  have  gone  up,  or  that  the 
value  of  money  has  gone  down. 

Now  it  may  have  occurred  to  the  reader  to  ask  why  a 
doubling  of  the  quantity  of  money  should  cause  any  increase 
in  the  amount  offered  for  goods.  Might  not  the  increase 
simply  lie  idle  in  banks,  cash  drawers,  and  private  purses? 
Certainly,  if  the  money  were  not  offered  in  the  market  for 
goods,  prices  would  not  be  affected.  We  must  therefore  dis¬ 
tinguish  sharply  between  the  actual  quantity  of  money  in  any 
given  country  at  any  one  time  and  the  quantity  of  money 
offered  in  the  market  during  any  given  time.  It  is  the  latter 
that  affects  the  value  of  money  and  the  price  level.  When  we 
speak  of  the  "supply  of  money,”  we  mean  the  quantity  of 
money  offered  in  the  market  in  exchange  for  goods  and  serv¬ 
ices  during  any  given  time. 

In  the  business  world  we  say  that  we  offer  "money,”  even 
though  we  actually  present  checks  or  drafts  which,  as  we  have 
seen,  are  promises  on  the  part  of  a  bank  to  pay  money  on 
demand  and  are  therefore  as  good  as  money.  So  when  we 
speak  of  the  quantity  of  money  offered  in  the  market  in  ex¬ 
change  for  goods  and  services,  we  really  mean  the  quantity 
of  circulating  media  —  deposit  currency  as  well  as  money. 

The  Equation  of  Exchange.  The  quantity  of  circulating  me¬ 
dia  offered  in  the  market  during  a  year  in  exchange  for  goods 
and  services  will  depend  on  four  things:  (1)  the  quantity  of 
money  in  circulation,  (2)  the  number  of  times  each  unit  of 
money  in  circulation  is  offered  in  the  market  during  a  year, 
(3)  the  quantity  of  deposit  currency,  and  (4)  the  number  of 
times  the  demand  deposits  have  been  drawn  out  and  replaced. 
For  these  factors  we  shall  use  the  following  notation  :  M  =  the 
average  quantity  of  money  in  circ.ll  Inti  OP  .during  the  year  (by 
,rin  circulation”  we  mean  the  money  outside  of  banks  and  the 
reserves  in  the  Treasury,  and  therefore  available  for  the  pur¬ 
chase  of  goods) ;  V  =  the  velocity  of  money,  or  the  numhfif 
of  times  each  unit,  of  money  is  offp.rf.ri  for  goods  or  services 
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during  a  year ;  M'  —  the  average  quantity  of  demand  deposits 
during  the  year ;  and  V'  =  the  velocity  of  demand  deposits, 
that  is,  the  number  of  times  they  are  drawn  out  and  renewed 
during  the  year. 

Now,  as  we  have  seen  in  an  earlier  chapter,  much  of  the 
money  in  circulation  is  based  on  reserves  of  gold  or  silver  held 
in  the  vaults  of  the  government  and  the  banks.  All  the  de¬ 
mand  deposits  are  based  on  reserves  of  lawful  money.  Hence 
it  is  obvious  that  the  quantities  of  M  and  M'  are  clearly  re¬ 
lated  to  the  quantity  of  money  held  as  reserves.  Now  if  there 
is  an  addition  to  our  stock  of  money  either  through  an  in¬ 
creased  production  or  importation  of  gold  or  through  an  in¬ 
creased  issue  of  government  legal-tender  paper  money,  this 
increase  normally  finds  its  way  to  the  vaults  of  the  banks  and 
piles  up  as  reserves.  Large  reserves  result  in  low  interest 
rates  (unless  interest  rates  are  consciously  controlled),  which 
in  turn  stimulate  borrowing  at  the  bank.  But  an  increase  in 
bank  loans,  as  we  have  seen,  results  in  an  expansion  of  demand 
deposits.  Any  large  addition  to  bank  reserves  will  therefore 
ultimately  reflect  itself  in  an  increase  in  M  and  M' .  Every 
addition  to  the  monetary  stock  has  in  the  long  run  resulted 
(at  any  rate  until  recently)  in  a  larger  and  larger  superstruc¬ 
ture  of  circulating  media  built  upon  the  foundation  of  these 
ever-expanding  quantities  of  monetary  reserves.1  In  fact,  our 
deposit  currency  in  this  country  has  increased  much  more 
rapidly  than  our  monetary  stock.  This  increase  in  the  ratio  of 
our  deposit  currency  to  our  total  monetary  stock  was  in  part 
due  to  the  fact  that  an  increasing  proportion  of  our  monetary 

1  If,  however,  the  discount  rate  were  regulated  without  regard  to  the  accumula¬ 
tion  of  reserves  (as  appears  to  have  been  done  by  the  Federal  Reserve  Board  dur¬ 
ing  the  last  five  years),  loans  and  deposits  may  not  increase  in  spite  of  the  piling 
up  of  reserves.  The  huge  accumulation  of  gold  in  the  Federal  Reserve  Banks  during 
the  last  few  years  cannot  properly  be  looked  upon  as  an  addition  to  our  monetary 
stock.  As  Europe  gradually  returns  to  a  gold  basis  our  surplus  gold  will  tend  to 
flow  out.  1  he  Federal  Reserve  Board  has  looked  upon  this  huge  gold  surplus  as  a 
temporary  phenomenon  and  has  wisely  refused  to  permit  our  discount  policy  to 
be  controlled  by  this  abnormal  situation.  Moreover,  the  vivid  recollection  of  the 
evils  suffered  as  a  result  of  the  recent  boom  and  deflation  has  exerted  a  powerful 
restraint  on  bankers  and  business  men. 
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stock  was  being  held  as  bank  reserves,  but  more  especially  to 
a  more  intensive  utilization  of  our  cash  reserves.  Thus  the 
superstructure  of  bank  credit  was  growing  even  more  rapidly 
than  the  reserves  upon  which  it  was  based. 

All  this  amounts  to  nothing  more  than  saying  that  loanable 
funds  will  not  long  remain  idle.  They  may  and  often  do  lie 
idle  temporarily  in  periods  of  depression,  but  the  next  swing 
of  prosperity  calls  them  into  full  use.  The  monetary  and 
credit  facilities  of  a  country  can  in  the  long  run  regularly  find 
full  employment.  Present  purchasing  power  can  always  be 
utilized  to  advantage  —  if  not  in  commercial  loans,  then  in 
investment  loans.  It  is  inconceivable  that  additions  to  the 
monetary  stock  should  merely  result  in  piling  up  large  bank 
reserves  unable  to  find  an  outlet  through  loans  in  the  form  of 
bank  deposits.  Were  this  true,  then  we  should  have  to  con¬ 
clude  that  loanable  funds  and  present  purchasing  power  are 
so  abundant  that  there  is  no  effective  demand  for  them  and 
hence  the  funds  lie  idle  in  the  banks. 

It  is  conceivable  that  if  banking  were  conducted  by  a 
monopoly  (or  if  the  discount  policy  were  closely  controlled 
by  a  centralized  body  such  as  the  Federal  Reserve  Board) 
loans  and  bank  deposits  would  not  increase  in  proportion  to 
bank  reserves.  It  might  be  argued  that  a  banking  monopoly 
could  make  bigger  profits  by  restricting  its  loans  and  charg¬ 
ing  high  interest  rates.  But  such  a  curtailment  of  loans  and 
bank  credit  would  tend  to  produce  a  decline  in  the  price  level ; 
such  a  policy  would  therefore  be  of  doubtful  benefit  to  the 
banking  monopolist. 

Government  regulations  of  banking  policy  might  in  the 
interest  of  the  public  welfare  refuse  to  permit  bank  credit  to 
continue  to  be  the  football  of  accidental  variations  in  the 
monetary  stock  and  the  bank  reserves.  It  is  quite  possible, 
therefore,  that  we  shall  not  find  in  the  future  such  a  close 
relationship  between  the  total  monetary  stock  and  the  quan¬ 
tity  of  circulating  media  as  we  have  in  the  past ;  but  in  so  far 
as  these  factors  are  permitted  to  work  themselves  out  in  an 
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automatic,  self-regulating  fashion,  we  may  expect  every  in¬ 
crease  in  the  monetary  stock  to  reflect  itself  in  an  increase 
in  the  circulating  media. 

V  and  V'  depend  largely  upon  m  the  density  of  nonniajtian. 

(?)  Iran sporta.f jxiix f 

business.  If  the  population  is  becoming  denser  and  the  means 
for  transportation  more  rapid  and  convenient,  the  velocity  of 
the  circulating  media  tends  to  increase.  If  business  is  good, 
money  and  deposits  are  rapidly  being  offered  for  goods ;  on 
the  other  hand,  if  business  is  depressed,  money  and  deposits 
remain  comparatively  idle  and  are  offered  less  rapidly  in  the 
market. 

Prices  rise,  as  we  have  seen,  if  an  increased  quantity  of  cir¬ 
culating  media  is  offered  in  the  market  in  exchange  for  a 
constant  quantity  of  goods.  But  prices,  or,  conversely,  the 
value  of  money,  may  also  be  affected  by  an  increase  in  the 
volume  of  goods  and  services  offered  in  the  market.  Suppose 
the  volume  of  goods  offered  in  exchange  for  money  and  its 
substitutes  doubled  while  the  quantity  of  circulating  media 
offered  in  the  market  during  the  year  remained  constant,  what 
would  be  the  result?  Clearly  if  double  the  quantity  of  goods 
and  services  were  offered  for  the  same  quantity  of  circulating 
media,  prices  would  fall  to  half  the  previous  level  unless  the 
volume  and  velocity  of  the  circulating  media  had  changed. 

Npw  Lhe  quantity  oLgoods.  and  services  off  ered-in-tho  market 

depends_f undamental  1  y  upon  two  things :  (1)  the  total  vol¬ 
ume  of.. goods  prftri.lif.e.d  .during  the  year-  and  (3)  ■  the-  number 
of  fjJB.es  these  , £oads.lia v&^changod-hartd^irwmwLs^Tn i fi n i sh pfl 
or  finished  form.  The  former  varies  with  the  productive  ra¬ 
pacity  of  society,  the  yield.  ..a,f  ?T-.d  thft  condition 

of  trade ;  the  lattex  dpppnrk  rfyrfly  gpeciali , 

zation  as  between  regions,  industrip.s.  and  nmy^tinnc  if  ten 
firms  constitute  so  many  links  in  a  chain  of  production  from 
the  raw  material  up  to  the  finished  product,  and  each  sells  his 
product  to  the  firm  constituting  the  next  step  in  production, 
it  is  clear  that  the  volume  of  trade  is  increased  thereby,  even 
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though  there  were  no  increase  in  the  volume  of  production. 
The  volume  of  trade  we  shall  designated^  thejetter  T. 

Now,  as  we  have  seen,  prices  tend  to  rise  with  every  increase 
in  the  quantity  of  circulating  media  offered  in  the  market, 
and  to  fall  if  the  quantity  offered  decreases.  On  the  other 
hand,  prices  tend  to  fall  if  there  is  an  increase  in  the  quantity 
of  commodities  (raw,  semifinished,  and  finished)  and  services 
offered  in  the  market,  and  to  rise  if  there  is  a  decrease  in  the 
offering  of  goods.  Prices,  therefore,  vary  directly  with  the  auan- 
tity  of  drculating  media  offered,  andinverselv  with  thp  gnantitiz. 
of  goods  offered.  We  may  express  this  relationship  algebrai¬ 


cally  as  follows  : 


MV+  M'V' 


=  P. 


In  this  equation  MV  +  M'V'  represents  the  quantity  of  cir¬ 
culating  media  offered,  T  represents  the  quantity  of  goods 
offered,  and  P  represents  the  general  level  of  prices.  The  re¬ 
lationship  may  also  be  expressed  more  briefly  by  the  follow¬ 


ing  equation : 


C 

T 


=  P, 


in  which  C  represents  the  volume  of  circulating  media  bfffitefl 
in  the  market  and  r  the  .volume.  olJj^k.  It  cannot  be  em¬ 
phasized  too  strongly  that  the  volume  of  circulating  media, 
C,  is  affected  as  much  by  V  and  V  as  by  M  and  M'. 

The  effect  of  C  and  T  on  the  price  level  can  be  illustrated 
historically  in  the  two  periods  1865  to  189  /  and  1897  to  1920. 
In  the  former  period  T  was  increasing  far  more  rapidly  than 
C,  and  hence  the  general  level  of  prices  was  falling ;  in  the 
latter  period  C  was  increasing  more  rapidly  than  T,  and  hence 
the  general  level  of  prices  was  rising. 

The  Ouantity  Theory..  We  are  now  in  a  position  to  give  a 
formal  statement  of  a  theory  famous  in  economic  literature  — 
the  quantity  theory  of  money.  John  Stuart  Mill,  writing  in 
1848,  put  it  as  follows:  "The  value  of  money,  other  things 
being  the  same,  varies  inversely  as  its  quantity,  every  increase 
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of  quantity  lowering  its  value,  and  every  diminution  raising  it., 
in  a  ra  tioexactLy.  equ i valent .  ’  ’ 

By  "quantity  of  money"  Mill  means  "the  quantity  of  it 
which  people  are  wanting  to  lay  out ;  that  is,  all  the  money 
they  have  in  their  possession,  except  what  they  are  hoarding, 
or  at  least  keeping  by  them  as  a  reserve  for  future  contin¬ 
gencies."  In  other  words,  his  terminology  is  equivalent  to 
that  which  we  have  adopted  above.  "Supply  of  money” 
means  the  quantity  of  money  offered  in  the  market.  "  Money," 
says  Mill,  "acts  upon  prices  in  no  other  way  than  by  being 
tendered  in  exchange  for  commodities.  The  demand  which 
influences  the  price  of  commodities  consists  of  the  money 
offered  for  them." 

He  goes  on  to  say  that  the  "very  same  effect  would  be  pro¬ 
duced  if  we  suppose  the  goods  diminished,  instead  of  the 
money  increased ;  and  the  contrary  effect  if  the  goods  were 
increased  or  the  money  diminished."  And  by  goods  being 
increased  he  means  the  goods  offered  in  the  market.  Therefore 
he  does  not  overlook  the  influence  of  trade  on  prices. 

Nor  does  he  overlook  the  influence  of  deposit  currency.  He 
says  that  "general  prices  at  any  moment  depend  much  more 
upon  the  state  of  credit  than  upon  the  quantity  of  money. 
For  credit,  though  it  is  not  productive  power,  is  purchasing 
power ;  and  a  person  who,  having  credit,  avails  himself  of  it 
in  the  purchase  of  goods,  creates  as  much  demand  for  the 
goods,  and  tends  quite  as  much  to  raise  demand  for  the  goods, 
as  if  he  made  an  equal  amount  of  purchases  with  ready 
money.  ...  All  this  purchasing  power,  however,  is  operative 
upon  prices  only  according  to  the  proportion  of  it  which  is 
used."  In  other  words,  Mill  measures  the  amount  of  credit 
by  the  quantity  of  it  actually  offered  in  the  market. 

As  thus  stated,  the  quantity  theory  of  money  is  absolutely 
incontrovertible.  No  one  can  deny  the  validity  of  the  equation 
of  exchange  which  we  have  given  above.  It  is  a  mathematical 
truism;  for  it  must  necessarily  be  true  that  the  quantity  of 
circulating  media  exchanged  in  the  market  must  equal  the 
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quantity  of  goods  exchanged  multiplied  by  their  prices.  Thus 
M  V  +  M'V'=  PT.  This  equation  merely  points  out  a  neces¬ 
sary  relationship  existing  between  six  separate  phenomena. 
A  change  in  any  one  of  them  will  necessarily  result  in  a  corre¬ 
sponding  change  in  one  or  more  of  the  other  factors.1  Let  us 
suppose  that  P  has  increased.  Then  there  must  necessarily 
have  been  a  corresponding  change  in  some  one  or  more  of  the 
other  five  factors.  But  which  is  cause  and  which  is  effect? 
Here  is  where  the  quarrel  over  the  "quantity  theory”  begins. 

Let  us  narrow  down  the  range  of  the  controversy.  We  can 
reduce  our  six  factors  to  four.  M  and  M'  may  be  lumped  to¬ 
gether  under  the  one  head  of  M,  or  circulating  media.  The 
ratio  between  the  quantities  of  these  kinds  of  circulating 
media  varies  with  the  customs  and  conveniences  of  the  people 
and  depends  upon  whether  money  or  checks  are  preferred  as 
means  of  payment.  If  we  lump  M  and  M'  together,  it  is 
obvious  that  we  must  likewise  combine  V  and  V'  and  consider 
the  velocity  of  the  circulating  media  as  a  whole.  MV  +  ML  V' 
thus  becomes  M  V.  Our  four  separate  and  distinct  factors  are 
then  quantity  of  circulating  media  (M),  velocity  of  circulating 
media  ( V),  volume  of  trade  (T),  and  the  general  level  of 
prices  (P). 

The  quantity  theorists  argue  that  fluctuations,  in  the 
quantity  of  circulating  media  (M)  give  rise_to  consequent 
movements  in  T,  V,  and  P.  From  this  point  of  vk-wJUnllows 
that  price  fluctuations  are  ultimately  to  be  explained__by 


1  In  so  far  as  goods  are  bought  and  sold  on  book  credit,  the  two  sides  of  the 
equations  are  not  necessarily  equal.  If  we  may  assume  that  the  total  value  of  book 
credit  does  not  fluctuate  materially  from  year  to  year,  this  factor  is  not  significant. 
In  the  last  few  years,  however,  it  appears  that  there  has  been  a  considerable  expan¬ 
sion  of  book  credit  as  a  result  of  the  increase  in  installment  buying.  Sales  on  the  in¬ 
stallment  plan  amounted  in  1925  to  about  $6,179,000,000,  on  which  $1,638,000,000 
cash  payments  were  made,  leaving  $4,541,000,000  to  be  paid  on  the  installment 
plan.  Over  60  per  cent  of  the  total  value  of  these  sales  was  for  automobiles  and 
trucks,  nearly  30  per  cent  was  for  household  goods,  and  only  about  6  per  cent  was 
for  clothing  and  jewelry.  It  should  be  noted  that  the  dealer  generally  does  not 
carry  the  customer  himself,  since,  as  a  rule,  he  disposes  of  his  installment  paper  to 
so-called  finance  companies  or  borrows  more  heavily  at  his  bank.  Thus  installment 
purchasing  is  likely  to  give  rise  indirectly  to  an  expansion  of  bank  credit. 
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changes  ip  the  rp|ativp  quantity  of  circulating  media.  On  the 
other  hand,  the  anti-quantity,  or  commodity,  theorists  argue 
that  price  fluctuations  are  altogether  independent  nf  rhnngfF 
in  the  quantity  of  the  .eirailatmg~m^ 

fact,  the  quantity  of  circulating,  media  itself  depends  upon 
fluctuations  in  the  price  level,  in  the  volume  of  trade,  or  in 
the  velocity  of  the  circulating  media^  Or,  if  we  consider  MV 
together,  that  is,  the  quantity  of  circulation  media  offered  in 
the  market  (the  supply  of  the  circulating  media  as  distin¬ 
guished  from  its  quantity),  the  anti-quantity  theory  holds 
that  the  supply  of  circulating  media  {MV)  depends  upon  the 
general  price  level  and  the  volume  of  trade. 

In  considering  these  opposing  theories  it  is  necessary. 
separate,  the-long-ruru-seeular-  .trend  of  prices-  from  the  short- 
rnn  ryrliral  price  movements.  Take  the  period  from  1897  to 
1915,  when  the  long-run  secular  trend  of  prices  was  upward. 
How  do  these  two  opposing  theories  explain  the  upward  trend 
of  prices  ? 

Thp  anti-qnanthy  thparlau  argue  that  this  increase  in  the 
price  level  was  not  due  to  an  increase  in  the  quantity  of  cir¬ 
culating  media  as  such.  The  change  in  the  price  level  was 
due,  they  say,  to  the  change  in  the  value  of  the  commodity 
gold.  Gold  was  becoming  more  abundant  as  a  result  of  newly 
discovered  gold  fields  and  because  of  improved  processes  in 
the  extraction  of  gold.  On  the  basis  of  our  value  theory  it 
will  be  clear  to  the  reader  that  as  a  result  the  marginal  utility 
of  gold  as  a  commodity  would  decline.  A  unit  of  gold  would 
therefore  exchange  for  less  of  other  things.  Since  our  mone¬ 
tary  system  is  based  on  the  commodity  gold  (that  is,  on  the 
quantity  of  gold  contained  in  the  gold  dollar),  it  is  clear  that 
a  gold  dollar  would  exchange  for  less  of  other  things.  In  other 
words,  prices  would  rise  because  of  the  decline  in  the  com¬ 
modity  value  of  the  gold  content  of  the  dollar.  In  the  mean¬ 
time  population  and  production  were  growing  apace  and  the 
volume  of  trade  was  increasing.  With  higher  prices  and  a 
larger  volume  of  trade,  more  gold  was  being  drawn  into  mone- 
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tary  use.  Thus  the  monetary  supply  was  increased  not  as  a 
necessary  consequence  of  the  increased  production  of  gold  as  a 
commodity  but  because  the  cheapening  of  gold  raised  prices, 
and  this  in  turn  made  necessary  a  larger  volume  of  circulating 
media. 

.  On  the  othpr  hand—  the  qnnntity^lhenriKts  argue  that  the 
increased  production  of  gold  necessarily  resulted  in  an  increase 
in  the  quantity  of  circulating  media.  They  hold  that  the 
value  of  gold  as  money  is  a  distinct  and  separate  thing  from 
the  value  of  gold  as  a  commodity.  As  soon  as  the  commodity 
gold  became  more  plentiful  and  therefore  cheaper,  gold  be¬ 
came  worth  more  as  money  than  as  a  commodity ;  hence  gold 
necessarily  flowed  from  the  commodity  market  into  the  money 
market.  The  reserves  of  the  banks  were  increased.  These 
increased  reserves  readily  gave  rise  to  a  larger  volume  of  bank 
loans,  since  any  available  present  purchasing  power  or  loan¬ 
able  funds  are  soon  fully  utilized.  Larger  bank  loans  resulted 
in  larger  deposits,  and  thus  the  circulating  media  was  inevit¬ 
ably  increased.  More  and  more  circulating  media  being  of¬ 
fered  in  the  market  for  goods  and  services,  prices  rose.  In  this 
way  the  increase  in  gold  production  caused  prices  to  rise. 

Neither  the  quantity  theorists  nor  their  opponents  lav  any 
special  stress  on  V.  the  velocity  of  circulation,  in  considering" 
long-run  trends.  The  quantity  theorists  would  say  that  so 
far  as  the  long-run  trend  is  concerned,  any  changes  in  V  depend 
mainly  on  changes  in  the  customs  and  habits  of  the  people, 
and  that  the  dominant  factors  influencing  the  customs  and 
habits  of  the  people  arise  out  of  changes  in  their  economic 
environment,  such  as  increasing  concentration  in  population, 
improvements  in  the  means  of  transportation,  and  the  develop¬ 
ment  of  banking  institutions.  With  this  their  opponents  would 
in  the  main  agree,  but  they  would  be  inclined  to  add  that  the 
velocity  of  circulation  may  be  stimulated  by  an  upward  trend 
in  prices  and  an  increasing  volume  of  trade,  particularly  if  the 
quantity  of  money  needed  to  move  the  goods  at  the  prevail¬ 
ing  prices  were  not  readily  forthcoming. 
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With  regard  to  the  volume  of  trade  the  two  theories  take 
radically  difffrmt  P^irit  nf  Trimir  T1in  qnnntitv-tfaeonsts  hold 
that  an  increaseJn,the.-YoliiTnp  of  trade  has  the  same  effect,  asL 
a  decrease  in  the  supply  of  circulating  media.  The  term  "sup¬ 
ply'll  circulating  media"  must  always  be  taken  in  a  relative 
sense.  Thus,  if  the  increase  in  the  volume  of  trade  equals  the 
increase  in  the  volume  of  circulating  media,  no  change  in  the 
price  level  will  follow.  The  quantity  theorists  would  not  deny, 
however,  that  the  volume  of  trade  might  itself  be  stimulated 
by  an  upward  trend  in  prices,  but  any  such  increase  in  the 
volume  of  trade  would  to  that  extent  check  the  upward 
movement  of  prices. 

The  anti-quantity  theorists  would  not  admit  that,  amim- 
crease  in  the  volume  of  trade  necessarily.,  leads-to  lower  prices. 
They  would  admit  that  if  the  gold  supply  remains  constant 
and  the  supply  of  all  other  sorts  of  finished  goods  and  services 
is  increased,  the  exchange  ratio  will  become  more  favorable 
to  gold,  and  prices  will  fall.  But  if  the  volume  of  trade  is  in_- 
creased  merely  because  of  an  increase-im-tbe-  intecmed i ate, 
steps  in  the  process  of  production,  such  increase  m the  volume 
of  trade  would  have  no  effect  on  the  price-level,  according  to 
this  theory.  It  will,  to  be  sure,  call  out  a  larger  vofume  of  -eir— 
culating  media,  but  that  would  have  no  effect  on  the  general 

price  level. 

It  is  clear,  then,  that  the  quarrel  centers  on  M  and  P.  One 
side  argues  that  fluctuations  in  the  circulating  media  result  in 
price  fluctuations;  the  other  side  argues  that  price  fluctua¬ 
tions  cause  fluctuations  in  the  quantity  of  circulating  media. 

Both  sides  agree,  that.  _ther£Tna-eorrdatian~betweenkprices. 
and.  dreiilatiug  media.  But  whatJnThe-  causal  relationship  L 
Which  is  cause  and  which  is  effect? 

When  Austria  issued  a  silver  coin  in  limited  quantity  as 
the  standard  of  value,  the  result  was  that  the  coin  became 
worth  more  in  exchange  than  the  silver  contained  in  it.  India 
furnishes  another  example  of  the  same  phenomenon.  These 
facts  are  readily  explained  on  the  basis  of  the  quantity  theory. 
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On  the  basis  of  the  anti-quantity,  or  commodity,  theory  we 
should  expect  that  standard  metal  money  would  always  be 
worth  exactly  the  same  as  the  quantity  of  metal  of  which  it 
was  composed.  Here,  then,  are  historical  facts  which  the  quan¬ 
tity  theory  can  explain  and  which  are  not  explicable  on  the 
basis  of  the  commodity  theory. 

The  case  of  irredeemable  paper  money  is  not  so  clear. 
From  1862  to  1879  we  were  on  a  greenback-dollar  basis. 
What  determined  the  value  of  that  dollar?  The  quantity 
theory  answers  that  the  value  of  the  greenback  dollar  de¬ 
pended  solely  upon  the  quantity  put  into  circulation  except 
in  so  far  as  this  factor  was  counteracted  by  other  factors,  such 
as  a  change  in  the  volume  of  trade  etc.  That  a  close  relation¬ 
ship  held  between  the  quantity  of  greenbacks  in  circulation 
and  the  general  price  level  can  be  proved  statistically.  But 
the  opponents  of  the  quantity  theory  contend  that  this  sta¬ 
tistical  correlation  proves  nothing,  that  the  real  cause  of  the 
depreciation  of  the  paper  dollar  (and  hence  of  the  rise  in  prices) 
was  not  the  quantity  in  circulation  but  the  prospects  of  the 
redemption  of  greenbacks  in  gold.  They  hold,  of  course,  that 
the  more  the  greenbacks  increased,  the  darker  became  the 
prospects  of  gold  redemption  and  the  more  rapid  the  rise  in 
prices.  It  was  not,  they  say,  the  quantity  of  greenbacks  per  se, 
but  the  effect  of  an  ever-increasing  quantity  on  the  proba¬ 
bility  of  early  redemption  in  gold  that  caused  prices  to  rise. 

Now  it  is  scarcely  likely  that  the  faith  of  people  in  the  re¬ 
demption  of  the  greenback  could  fluctuate  with  the  smooth¬ 
ness  and  steadiness  exhibited  by  the  curve  of  general  prices 
during  this  period.  The  confidence  of  the  people  in  the  redeem- 
ability  of  the  greenback  was  certainly  affected  by  many  fac¬ 
tors  besides  the  quantity  in  circulation.  The  stability  of  the 
government  and  the  success  or  failure  of  the  Union  armies 
were  important  factors.  These  factors  had  little  effect  on  the 
price  level,  but  they  profoundly  influenced  the  confidence  in 
the  redeemability  of  the  greenback  as  evidenced  by  the  fluc¬ 
tuation  in  the  exchange  ratio  between  greenbacks  and  gold. 
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Gold  fluctuated  far  more  in  value  than  greenbacks ;  it  appre¬ 
ciated  in  value  when  the  prospects  were  that  gold  would  again 
become  the  standard  money,  and  vice  versa.  These  facts  tend 
to  support  the  quantity  theory. 

Nor  does  it  seem  reasonable  to  suppose  that  the  deprecia¬ 
tion  of  currencies  in  central  and  eastern  Europe  in  1922-1923 
could  be  explained  on  the  probability  of  gold  redemption. 
It  would  seem  more  correct  to  say  that  the  probability  of  gold 

redemption  was  ab¬ 
solutely  nil.  On  the 
other  hand,  a  fairly 
close  relationship  did 
exist  between  the  vol¬ 
ume  of  the  circulat¬ 
ing  media  and  the 
general  price  levels  in 
the  various  countries. 

Fig.  26  shows  the 
statistical  relation  be¬ 
tween  the  fluctuations 
in  the  circulating  me¬ 
dia1  (corrected  for  the 
constantly  increasing 
production  trend)  and  wholesale  prices  in  the  United  States. 
The  circulating-media  index  represents  a  weighted  average  of 
money  in  circulation  and  deposit  currency.  This  index  has 
been  divided  by  an  index  of  the  trend,  of  production.  If  we 
designate  the  weighted  circulating-media  index  as  M,  the 
production-- trend-a^-C^  the  wholesale  price  index  as  P,  and 
substitute  G  for  T  in  .our  abbreviated  expiation  Tfl  exchansn. 


1  The  circulating  media  is  a  weighted  average  of  money  in  circulation  and 
demand  deposits.  The  figures  for  demand  deposits  are  given  by  Holbrook  Working 
(Quarterly  Journal  of  Economics,  February,  1923,  and  Review  of  Economic  Statistics, 
July,  1926)  and  Allyn  A.  Young  ( Review  of  Economic  Statistics,  July,  1927).  The  pro¬ 
duction  trend  was  estimated  from  the  indexes  prepared  by  W.  W.  Stewart  ( American 
Economic  Review,  March,  1921),  E.  E.  Day  (Review  of  Economic  Statistics,  1921),  and 
W.  F.  Maxwell  ( Review  of  Economic  Statistics,  1927). 


THE  THEORY  OF  MONEY  AND  PRICES 


363 


M 


we  have  —  =  P.1  It  will  be  seen  from  the  chart  that  the  price 


index.  P.  lacs  behind  the  corrected  circulating-media  ipdex.  — , 
• - a — - -  VG 

particularly  after  1900.  This  is  nrobablv  due  chiefly  .tr> 

fact  that  the  volume  of  trade,  T,  increased  more  rapidly  than 


production,  G,  owing  to  increased  specialization,  both  geo 

graphical  and  technical.  This  necessarily  implies  an  increased 
exchange  of  goods  produced  and  hence  an  increase  in  the  vol¬ 
ume  of  trade  exceeding  the  increase  in  production.  Thus  we 


should  expect  ~  to  outrun  P.  However,  during  the  World 

War  inflation  oerkid.  P  outran  — .  This  mav  nrobablv  be 

explained  in  part  on  the  ground  that  during  a  period  of  infla¬ 
tion  the  velocity  of  money  and  bank  deposits,  jnr.re^sPA .greatly . 
and  this  increase  in  velocity  would  tend  to  raise  prices  more 

than  would  be  indicated  bv  the  increase  in  It  may  be 


explained  in  part  by  the  fact  that  wholesale  prices  do  not  con¬ 
stitute  a  perfect  measure  of  the  general  price  level.  A  general 
price  level  should  also  include  wage  rates,  security  prices, 
retail  prices,  rents,  transportation  rates,  and  the  like.  Whole¬ 
sale  prices  rose  higher  in  the  period  of  great  inflation  than 
these  other  items  in  the  general  price  level.  Thus  the  curve 
given  in  the  chart  exaggerates  the  actual  rise  in  the  general 
price  level.  By  1921,  however,  the  price  level  had  again  fallen 
behind  the  circulating-media  level,  thus  approaching  again  the 
prewar  relationship. 

So  far  as  the  short-run  cyclical  fluctuations  are  concerned 
the  argument  of  the  anti-quantity,  or  commodity,  theorists 
is  somewhat  shifted.  The  long-run  swings  of  prices,  it  is  said, 
can  be  explained  by  the  appreciation  or  depreciation  of  the 
commodity  gold.  The  value  of  the  commodity  gold  estab- 


1  According  to  Carl  Snyder  the  cyclical  fluctuations  of  V  and  T  tend  to  offset  each 
other.  Hence  we  should  expect  that  the  volume  of  circulating  media  divided  by  the 
production  trend  would  correspond  closely  with  the  movements  of  the  price  level. 
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lishes  a  normal  price  level.  But  the  short-run  ups  and  downs 
of  prices  are  due  to  other  factors.  They  cannot  be  explained 
in  terms  of  the  rise  and  fall  in  the  value  of  gold  (in  gold- 
standard  countries),  nor  can  they  be  explained,  from  the 
standpoint  of  the  commodity  theory,  in  terms  of  fluctuations 
in  the  circulating  media.  These  cyclical  movements  of  prices 


Years  -  Circulating  media 

1893  1897  1901  1905  1909 


are  the  result,  it  is  said,  of  the  forces  that  produce  the  short- 
run  fluctuations  known  as  the  business  cycle. 

On  the  other  hand,  some  quantity  theorists  argue  that  the 
short-run  movements  of  circulating  media  explain  the  cycli¬ 
cal  movements  of  prices.1  They  hold  that  these  price  cycles 
in  turn  produce  or  constitute  the  business  cycle.  The  argument 
is  therefore  just  the  reverse  of  that  of  their  opponents. 

In  the  accompanying  chart  of  prices  and  circulating  media 
(Fig.  27)  the  long-run  trends  have  been  eliminated.  We  have, 
then,  the  short-run,  or  cyclical,  movements  of  the  two  series. 

1  The  explanation  is,  however,  not  complete,  since  the  movements  of  the  cir¬ 
culating  media  need  to  be  explained.  For  a  complete  explanation  see  R.  G.  Haw- 
trey’s  theory  of  the  business  cycle,  as  explained  on  pages  387-388  of  this  book. 
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The  chart  shows,  except  for  the  last  few  years,  a  close  corre¬ 
spondence  between  the  two  series;  but  since  the  curve  for 
circulating  media  is  lagged  one  year  on  the  chart,  it  is  clear 
that  changes  in  the  circulating  media  actually  precede  changes 
in  the  price  curve  by  one  year.  When  an  increase  or  a  de¬ 
crease  takes  place  in  circulating  media,  prices  do  not  respond 
instantly. 

The  fact  that  prices  lag  behind  the  fluctuations  of  the  cir¬ 
culating  media  would  seem  to  lend  support  to  the  quantity 
theorists.  The  opponents  of  the  quantity  theory  contend, 
however,  that  the  lag  of  prices  proves  nothing.  The  move¬ 
ment  of  loans  and  deposits  is,  indeed,  a  necessary  condition 
but  not  a  cause  of  the  movement  of  prices.  Thus,  if  it  is 
anticipated  that  business  profits  will  rise  next  year  because 
of  new  inventions,  large  crops,  the  discovery  of  new  resources, 
the  opening  up  of  new  markets,  or  the  increased  demand  for 
goods  consequent  upon  the  outbreak  of  a  war,  optimism  is 
engendered,  business  men  will  borrow  more  heavily  from  the 
banks,  and  the  volume  of  deposit  currency  will  rise.  Thus 
the  increase  in  loans  and  deposits  is  the  result  of  forces  affect¬ 
ing  the  anticipated  rate  of  profit.  These  "forces”  are  the  real 
causes  of  the  increase  in  prices ;  the  increase  in  loans  and  de¬ 
posits  are  merely  the  mechanism  through  which  these  forces 
operate. 

The  Income  Theory.  Albert  Aftalion,  a  French  economist,  has 
recently  advanced  an  income  theory  of  prices.1  Price  fluctua¬ 
tions,  he  believes,  depend  upon  the  respective  movements  of 
the  money  income  and  of  the  real  income,  or,  in  other  words, 
income  measured  in  terms  of  commodities  and  services.  If 
the  money  income  of  a  given  community  increases  while  the 
real  income  remains  the  same,  prices  will  rise ;  if  the  money 
income  remains  stationary  while  the  real  income  is  increased, 
prices  will  fall.  This  relationship  may  be  stated  by  means  of  the 

1  Revue  d’ economic  politique,  May-June,  1925.  Aftalion  here  carries  forward  a 
suggestion  made  by  F.  von  Wieser  in  the  Schriften  des  Vereins  fur  Sozialpolitik 
in  1909- 
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equation  I  =  PR,  in  which  /  is  the  money  income,  P  the  price 
level,  and  R  the  real  income  in  terms  of  goods  and  services. 

This  theory  has  the  advantage  that  it  runs  in  terms  of  the 
modern  theory  of  value  with  its  demand-and-supply  sched¬ 
ules.  If  the  money  income  of  a  given  economic  society  is 
increased,  the  demand  schedules  for  goods  rise  and  prices  are 
forced  up. 

The  demand  schedules  for  goods  are  in  reality  money- 
supply  schedules ;  that  is,  offers  of  various  amounts  of  money 
for  different  quantities  of  goods.  As  the  money  income  in¬ 
creases,  the  amounts  of  money  offered  against  given  quantities 
of  goods  increase.  This  statement  of  the  case  is  in  no  way 
contradictory  to  the  quantity  theory  as  we  have  explained 
it,  but  it  has  the  advantage  of  stating  the  effect  of  increases 
or  decreases  in  money  income  in  terms  of  the  supply-and- 
demand  schedules  for  the  numerous  individual  goods  that  are 
bought  and  sold  in  the  market.  Moreover,  it  views  the  prob¬ 
lem  less  mechanically  than  the  quantity  theory  does.  Ac¬ 
cording  to  the  quantity  theory  we  might  expect  that  a  certain 
increase  in  money  income  would  increase  the  general  level  of 
prices  regardless  of  which  sections  of  the  community  receive 
the  increased  income.  But  according  to  the  income  theory  the 
increase  in  prices  will  be  different,  depending  upon  who 
the  individuals  are  whose  money  income  is  increased.  What 
classes  of  the  people  have  received  larger  money  incomes? 
rich  or  poor  ?  savers  or  spenders  ?  demanders  of  luxuries  or 
demanders  of  necessities?  The  increase  of  incomes  does  not 
affect  the  price  mechanically,  or  automatically,  but  through 
the  desires  of  those  whose  incomes  are  raised. 

Yet  even  here  the  income  theory  is  not  at  variance  with 
the  quantity  theory,  properly  understood.  If  the  quantity 
theory  is  stated  mechanically,  and  the  assumption  is  made 
that  with  a  given  increase  in  money  income  everything  else 
remains  the  same,  it  follows,  of  course,  that  the  quantity 
theory,  so  stated,  leads  to  wrong  conclusions.  In  point  of 
fact  everything  else  does  not  remain  the  same.  If  the  monev 
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income  of  the  rich  increases  while  the  money  income  of 
the  poorer  class  remains  the  same,  shifts  in  demand  for  the 
different  products  will  take  place,  and  in  consequence  the 
relative  production  of  different  goods  and  services  will  be 
altered ,  if,  on  the  other  hand,  the  money  income  of  the 
poorer  class  is  increased  while  the  money  income  of  the  rich 
remains  the  same,  the  shifts  in  demand  will  be  of  quite  a  dif¬ 
ferent  nature,  and  the  subsequent  shifts  in  production  will  be 
in  favor  of  goods  purchased  by  the  poorer  class.  Now  a  change 
in  production  affects,  as  we  have  seen,  the  price  level  just  as 
surely  as  does  a  change  in  money  income.  Since  the  change  in 
production  is  not  the  same  when  the  income  of  the  poorer 
class  is  increased  as  it  is  when  the  income  of  the  rich  is  in¬ 
creased,  it  follows  that  a  given  increase  in  money  income  will 
not  affect  the  general  price  level  to  the  same  extent  in  both 
cases.  Now  one  of  the  main  objections  to  the  equation  of 
exchange  is  that  it  is  likely  to  mislead  us  into  viewing  the  prob¬ 
lem  as  though  we  were  dealing  with  a  static  society.  We  are 
likely  to  assume  that  "other  things  remain  the  same,”  when 
in  point  of  fact  they  do  not.  It  is  quite  possible  that  the  in¬ 
come  formula  gives  a  more  dynamic  approach  to  the  problem 
of  price  fluctuations.  Possibly,  also,  the  income  formula  may 
help  us  to  apply  the  equation  of  exchange  with  better  insight 
into  the  relationships  of  cause  and  effect  between  the  various 
factors  which  it  takes  into  consideration. 

Stabilization  of  the  Value  of  Money.  Professor  Irving  Fisher 
has  advocated  a  far-reaching  monetary  reform  to  stabilize  the 
value  of  money.  In  place  of  a  standard  gold  dollar  of  constant 
weight  but  fluctuating  value,  such  as  we  now  have,  he  pro¬ 
poses  a  dollar  of  constant  value  and  fluctuating  weight.  This 
dollar  would  not  be  coined,  but  would  circulate  in  the  form 
of  gold  certificates.  These  certificates  would  represent  a  vary¬ 
ing  amount  of  gold,  depending  upon  the  prevailing  content 
of  the  standard  gold  dollar. 

A  properly  authorized  governmental  bureau  would  be  re¬ 
quired  to  change  every  two  months  the  weight  of  the  standard 
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dollar  with  a  view  to  maintaining  a  uniform  price  level.  Sup¬ 
pose  the  system  were  adopted  this  year.  We  would  start 
off  with  a  gold  dollar  weighing  23.22  grains  of  fine  gold.  In 
two  months  prices  have  risen,  let  us  say,  1  per  cent.  The 
bureau  would  then  increase  the  weight  of  the  standard  dollar 
1  per  cent.  This  would  tend  to  check  the  rise  in  prices. 
Every  purchaser  would  now  be  exchanging  a  dollar  contain¬ 
ing  23.45  grains  of  gold.  Obviously  a  larger  gold  dollar  would 
buy  more  goods.  If  more  goods  can  be  purchased  for  a  dol¬ 
lar  it  is  obvious  that  prices  have  fallen.  At  the  end  of  another 
two  months  it  is  conceivable  that  prices  would  have  fallen  to 
a  point  half  of  1  per  cent  below  the  price  level  prevailing  in 
the  initial,  or  base,  period.  The  bureau  would  then  reduce 
the  weight  of  the  dollar  by  half  of  1  per  cent,  making  its 
weight  23.33  grains.  Thus  at  periodic  intervals  the  gold  con¬ 
tent  of  the  standard  dollar  would  be  increased  or  decreased 
with  a  view  to  stabilizing  prices.  The  index  number  of  prices 
would  thus  fluctuate  1  or  2  per  cent  above  or  below  the  initial 
price  level,  unless  violent  fluctuations  precluded  adjustment. 

To  avoid  speculation  in  gold  at  the  expense  of  the  govern¬ 
ment,  a  small  fee  would  have  to  be  charged  all  persons  who 
exchanged  gold  at  the  Treasury  for  gold  certificates;  other¬ 
wise  a  person  might  deposit  23.22  grains  of  gold  with  the 
Treasury  just  the  day  before  a  probable  increase  in  the  weight 
of  the  standard  dollar  would  be  announced.  He  would  re¬ 
ceive,  in  exchange  for  the  23.22  grains  of  gold,  a  gold  certifi¬ 
cate  entitling  the  bearer  to  the  gold  content  of  one  standard 
dollar.  On  the  next  day  the  gold  content  is  increased  say 
1  per  cent.  He  would  then  be  able  to  get  23.45  grains  of  gold 
for  his  gold  certificate.  As  a  speculator  in  gold  he  would  thus 
have  made  a  profit  overnight  of  1  per  cent.  To  prevent  this, 
no  single  change  in  the  weight  of  the  dollar  should  exceed  the 
fee  charged  gold-depositors. 

Fisher’s  proposal,  it  will  be  noted,  does  not  depart  from  the 
gold  standard  of  value.  The  value  of  standard  money  would 
still,  as  now,  depend  upon  the  value  of  its  gold  content.  If 
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gold  was  being  mined  or  imported  in  large  quantities,  his  plan 
would  serve  to  bottle  up  more  and  more  gold  in  the  govern¬ 
ment  Treasury.  Instead  of  the  new  gold’s  becoming  the  basis 
for  an  increase  in  circulating  media,  more  gold  would  be  put 
back  of  every  gold  certificate  in  circulation.  Fisher’s  scheme 
would  therefore  regulate  the  quantity  of  the  circulating  media, 
adjusting  it  to  the  demands  of  trade  in  such  a  way  that  the 
price  level  would  be  stabilized.  At  the  same  time  the  plan 
would  have  the  merit  of  retaining  gold  as  the  ultimate  standard 
of  value.  The  public,  long  accustomed  to  the  gold  standard, 
would  certainly  have  more  confidence  in  a  monetary  system 
based  on  gold  than  in  one  based  entirely  on  the  scarcity  value 
of  a  limited  circulation.  Whatever  may  be  true  of  the  future,  a 
gold-standard  monetary  unit  is  still  safer  and  more  acceptable 
than  paper  money,  the  value  of  which  rests  entirely  on  its 
legal-tender  quality  and  on  the  limited  quantity  issued. 

An  objection  frequently  raised  against  Fisher’s  plan  is  that 
if  one  country  adopted  it  alone,  it  would  experience  difficulty 
in  foreign  trade  because  of  the  fact  that  while  its  money  was 
stabilized  the  monetary  units  of  other  nations  would  continue 
to  fluctuate.  Thus  the  exchange  rates  would  constantly  be 
changing.  This  objection  is  probably  not  very  serious.  During 
the  World  War  and  post-war  periods  exchange  rates  have  fluc¬ 
tuated  greatly  because  of  the  fact  that  most  European  coun¬ 
tries  were  on  a  paper  basis  while  we  were  on  a  gold  basis.  Yet 
this  fact  has  not  proved  a  serious  obstacle  to  trade  relations. 
Moreover,  before  the  war  exchange  rates  were  constantly  fluc¬ 
tuating  above  and  below  par.  The  worst  that  can  be  said  is 
that  if  we  adopted  Fisher’s  plan  and  Europe  did  not,  the  fluc¬ 
tuations  in  the  rates  of  exchange  would  be  somewhat  greater 
than  they  now  are  between  gold-standard  countries. 

Stabilization  of  the  Value  of  Gold.  Another  proposal  is  to 
stabilize  the  value  of  gold  itself.  This  could  be  accomplished 
in  one  of  two  ways  :  (1)  by  regulating  the  production  of  gold 
and  (2)  by  controlling  the  demand  for  gold. 

Professor  R.  A.  Lehfeldt  has  made  the  proposal  that  we 
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undertake  to  regulate  the  supply  of  gold  coming  from  the 
mines  in  order  to  stabilize  its  value.  This  might  be  accom¬ 
plished  through  the  establishment  of  an  international  gold 
monopoly.  If  gold  was  being  mined  too  freely  and  its  value 
was  therefore  falling  (that  is,  the  general  price  level  was  rising), 
the  output  of  gold  should  be  curtailed.  If,  on  the  other  hand, 
gold  was  appreciating  in  value  (the  general  price  level  falling), 
the  production  of  gold  should  be  stimulated  even  though  this 
required  the  mining  of  low-grade  ore  at  high  cost.  In  this  way 
the  value  of  gold  would  be  stabilized. 

Gustav  Cassel  has  estimated  that  the  monetary  stock  of 
gold  increased  from  1850  to  1910  at  the  average  rate  of  3  per 
cent  per  annum.  The  volume  of  trade  was  apparently  increas¬ 
ing  at  a  somewhat  greater  rate,  but  in  view  of  the  increasing 
banking  efficiency  and  the  greater  superstructure  of  deposit 
currency,  based  on  a  given  quantity  of  gold,  a  3  per  cent  rate 
of  increase  was  apparently  sufficient  to  prevent  a  downward 
trend  in  prices.  At  present  the  annual  gold  production  is  ap¬ 
proximately  $400,000,000  per  year,  half  of  which  goes  into 
new  monetary  uses.  The  total  monetary  stock  of  gold  in  the 
world  (about  $10,000,000,000)  is  therefore  increasing  cur¬ 
rently  at  a  rate  of  only  about  2  per  cent  per  annum.  The 
prospects  are  that  the  output  of  gold  will  decline  still  further, 
in  ten  or  fifteen  years,  with  the  progressive  depletion  of  the 
important  gold  fields  of  South  Africa.  It  appears,  then,  that 
even  though  it  were  feasible  to  organize  an  international  gold 
trust,  it  might  be  difficult  to  secure  a  sufficient  output  of  gold 
to  prevent  a  fall  in  the  general  level  of  prices. 

The  second  proposal  is  to  stabilize  the  value  of  gold  by 
regulating  the  demand  for  it.  Professor  E.  W.  Kemmerer  has 
suggested  that  it  might  be  feasible  to  restrict  the  flow  of 
gold  into  nonmonetary  uses  by  taxes  and  other  governmental 
measures.  Moreover,  the  monetary  demand  for  gold  might  be 
curtailed,  as  advocated  by  Cassel,  in  the  following  ways :  (1) 
keeping  gold  out  of  general  circulation  and  using  it  exclusively 
for  reserve  purposes,  (2)  reducing  the  customary  gold  reserve 
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ratios,  and  (3)  centralizing  the  gold  reserves  of  the  world  in  one 
or  two  centers,  such  as  New  York  and  London.  Moreover,  a 
great  economy  in  the  use  of  gold  for  monetary  purposes  could 
be  effected  if  the  continental  European  nations  could  be  edu¬ 
cated  to  use  checks  (demand  deposits)  more  freely.  In  this 
manner  the  threatening  scarcity  of  gold  may  be  offset  by  a 
curtailment  in  the  monetary  demand  for  gold,  thus  preventing 
a  progressive  fall  in  the  general  level  of  prices. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  It  has  sometimes  been  assumed  that  the  quantity  theory  is  ob¬ 
viously  fallacious  since  we  know  from  history  that  the  quantity  of 
money  has  frequently  increased  and  yet  there  has  been  no  increase  in 
prices,  and,  conversely,  the  price  level  has  at  times  changed  without 
any  corresponding  change  in  the  quantity  of  money.  Similarly,  it 
frequently  happens  that  the  supply  of  a  certain  commodity  has  in¬ 
creased  without  any  corresponding  change  in  its  value.  Is  it  safe  to 
conclude  from  this  fact  that  the  law  of  supply  and  demand  has  no 
validity?  What  possible  factors  have  not  been  taken  account  of  in 
both  the  cases  referred  to  ? 

2.  "But  if  we  divest  ourselves  of  all  prejudices,  and  minimize  the 
effects  of  local  and  temporary  conditions  by  making  long-range  studies, 
in  numerous  countries,  of  price  levels  and  money  quantities,  our  search 
brings  us  to  a  conclusion  from  which  there  is  no  escape.  We  discover 
that  there  have  been  no  large,  sustained  movements  in  prices  without 
corresponding  changes  in  the  relation  of  the  volume  of  money  to  the 
volume  of  goods.”  —  Foster  and  Catchings.  Illustrate  from  Ameri¬ 
can  economic  history. 

3.  "If  fresh  means  of  payment  are  created  —  whether  in  the  form 
of  legal  tender  currency  or  in  the  form  of  banking  means  of  pay¬ 
ment  —  additional  purchasing  power  is  created.  The  result  must 
be  a  rise  in  prices.  We  cannot  say  exactly  how  great  this  rise  will 
be.”  —  Cassel.  Why  not  ? 

4.  "Between  May  of  1920  and  December  of  1924  the  volume  of 
monetary  gold  in  the  United  States  increased  73  per  cent  and  the  net 
demand  deposits  of  reporting  banks  increased  14  per  cent.  Com¬ 
modity  prices  at  wholesale,  however,  dropped  37  per  cent  during  this 
period.  During  the  same  period  changes  occurred  in  British  money, 
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credit  and  prices  which  the  quantity  theory  cannot  possibly  explain.” 
—  Anderson.  Do  you  agree  ?  Why,  or  why  not  ? 

5.  "Obviously  there  is  a  great  shortage  of  money  in  the  United 
States,  since  the  property  value  of  the  country  is  about  twenty  times 
as  great  as  the  circulating  media.  Every  dollar  of  wealth  ought  to 
be  matched  by  a  dollar  of  circulating  media.”  Criticize. 

6.  "The  greenbacks  depreciated  in  value  not  because  of  the  large 
quantity  issued,  but  because  of  the  loss  of  public  confidence  in  the 
ability  of  the  government  to  redeem  the  greenbacks.”  Evaluate  this 
argument. 

7.  "  Before  the  war  the  per  capita  quantity  of  money  in  circulation 
in  France  was  about  five  times  greater  than  in  England,  yet  the  per 
capita  volume  of  business  was  probably  greater  in  England.  On  the 
basis  of  the  quantity  theory  we  should  expect  prices  to  be  about  five 
times  higher  in  France  than  in  England.  Obviously  there  is  something 
wrong  with  the  quantity  theory.”  Criticize. 


CHAPTER  XXIII 


BUSINESS  CYCLES 

Industrial  Fluctuations.  The  wholesale-price  chart  which  ap¬ 
pears  on  page  340  shows  three  types  of  price  fluctuations : 
first,  it  reveals  three  periods  of  extraordinary  price  inflation ; 
second,  it  shows  unmistakably  five  long-run  trends  in  prices 
—  three  upward  trends  culminating  in  1814,  1865,  and  1920, 
and  two  downward  trends  culminating  in  1849  and  in  1896; 
third,  it  shows  numerous  short-run  fluctuations,  which  indi¬ 
cate  the  ups  and  downs  of  business  prosperity  and  depression. 
It  is  with  these  short-run  fluctuations  that  we  are  concerned 
in  this  chapter. 

The  term  "business  cycles”  is  of  recent  origin.  Formerly 
economists  and  business  men  centered  their  attention  on  crises, 
panics,  and  depressions  ;  they  did  not  think  of  industry,  com¬ 
merce,  finance,  and  business  in  terms  of  cycles.  The  increasing 
application  of  statistical  research  in  the  field  of  economics  has 
revealed  unmistakably  that  business  does  not  normally  run 
along  on  an  even  plane  of  prosperity  only  to  be  thrown  sud¬ 
denly  from  time  to  time  into  deep  gulches  of  depression.  On 
the  contrary  we  find  that  business  and  industry  are  constantly 
rising  and  falling  in  more  or  less  rhythmic  waves,  or  cycles. 
Whether  we  look  at  the  physical  volume  of  production  and 
sales  or  at  the  prices  of  economic  goods,  we  observe  this  same 
cyclical  rise  and  decline.  These  wavelike  movements,  or 
cycles,  appear  in  every  field  of  industry,  commerce,  and  fi¬ 
nance.  They  may  be  seen  in  the  production  of  such  basic 
materials  as  pig  iron  or  coal,  in  the  volume  of  construction 
work,  in  the  nations’  exports  and  imports,  in  the  employment 
of  wage-earners  in  factories,  in  the  volume  of  manufacturing 
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production,  in  the  volume  of  freight  carried  by  the  railroads, 
in  the  prices  of  commodities  sold  at  wholesale  and  retail,  and 
in  the  changes  in  wage  rates.  On  the  stock  market  they  ap¬ 
pear  in  the  prices  of  stocks  and  bonds  and  in  the  volume  of 
sales  of  securities.  In  the  field  of  finance  they  are  evident 
in  the  movements  of  loans,  deposits,  reserves,  discount  rates, 
commercial-paper  rates,  call-loan  rates,  bank  clearings,  and 


liabilities  of  business  failures.  In  fact  the  whole  range  of 
business  activities  runs  in  wavelike  movements  or  cycles. 

Now  it  must  not  be  thought  that  the  mere  fact  that  these 
different  phenomena  of  economic  life  show  up-and-down  fluc¬ 
tuations  constitutes  in  itself  any  proof  that  there  is  such  a 
thing  as  a  business  cycle.  If  these  fluctuations  were  merely 
sporadic  oscillations  back  and  forth  without  relation  to  each 
other,  they  would  not  constitute  a  business  cycle.  In  reality, 
however,  we  find  that  the  wave-lengths  of  these  various 
movements  are  substantially  equal  and  that  there  is  close 
correlation  between  these  fluctuations.  This  at  once  estab¬ 
lishes  a  strong  presumption  that  these  various  movements  are 
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all  the  result  of  a  common  set  of  forces  which  operate  to  pro¬ 
duce  what  is  known  as  the  business  cycle. 

But  while  these  fluctuations  have  a  common  wave-length 
they  are  not  all  synchronous.  Thus  the  prices  of  the  shares  of 
stock  on  the  speculative  exchanges  usually  forecast  by  several 
months  the  conditions  of  business  represented  by  such  indexes 
as  wholesale  commodity  prices,  the  production  of  pig  iron, 
railroad  traffic,  and  employment  in  factories. 

Various  Phases  of  the  Business  Cycle.  The  business  cycle  has 
several  phases,  which  may  be  denominated  as  follows :  (1)  the 
prosperity  phase,  (2)  the  crisis  phase,  (3)  the  depression  phase, 
and  (4)  the  recovery  phase.  We  shall  now  describe  in  some 
detail  the  chief  characteristics  of  each  of  these  phases.  In  the 
prosperity  phase  of  the  cycle  we  observe  the  phenomena  of 
rising  prices.  The  selling  prices  of  the  finished  products  of 
manufacturers  and  the  stocks  of  merchants  rise  more  rapidly 
than  costs.  Wage  rates  do  not  start  upward  until  from  six  to 
nine  months  after  wholesale  prices.  Interest  rates  on  current 
loans  lag  from  three  to  six  months  behind  the  movement  of 
prices.  All  the  overhead  expenses  of  the  business  remain  rela¬ 
tively  fixed.  Rents  are  generally  fixed  by  long-term  contracts. 
The  interest  charge  on  outstanding  bonds  remains  fixed  until 
the  bonds  mature,  generally  a  period  of  ten,  twenty,  or  thirty 
years.  Salaries  change  very  slowly  in  spite  of  a  general  up¬ 
ward  movement  of  prices.  Freight  rates  and  the  rates  on 
power  and  light,  regulated  as  they  are  by  public  authorities, 
move  slowly  and  tardily  during  the  major  portion  of  the  up¬ 
ward  movement.  Although  the  prices  of  raw  materials  rise 
fully  as  rapidly  and  as  high  as  the  wholesale  prices  of  the 
finished  products,  yet  the  producer  who  manufactures  for 
stock  enjoys  a  profitable  spread  between  the  prices  paid  for 
raw  materials  and  the  prices  subsequently  received  for  the 
finished  product.  Manufacturers,  retailers,  and  wholesalers 
find  their  inventories  rising  day  by  day  in  value.  So  the  spread 
between  costs  and  selling  prices  is  widened.  Profits  rise  not 
only  because  of  this  favorable  price  margin  but  also  because 
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of  the  increase  in  the  volume  of  production  and  sales.  New 
plants  and  additional  equipment  are  installed.  Retailers, 
wholesalers,  and  manufacturers,  encouraged  by  rising  prices 
and  growing  markets,  increase  their  stocks  of  goods.  Expan¬ 
sion  is  the  order  of  the  day.  Rising  prices,  lagging  costs,  a 
wide  margin  of  profit,  and  large  inventories  are  the  charac¬ 
teristic  features  of  the  prosperity  phase  of  the  cycle. 

But  the  time  is  soon  reached  when  factories  are  running  at 
full  capacity  and  no  further  increase  in  physical  production 
is  possible.  The  competitive  bidding  for  goods  and  labor, 
however,  continues,  made  possible  by  further  borrowing  at 
the  banks  and  the  consequent  further  increase  in  the  volume 
of  circulating  media.  In  short,  the  purchasing  power  of  the 
community  measured  in  terms  of  money  units  continues  to 
rise  in  spite  of  the  relative  limitation  in  the  volume  of  goods 
available  for  purchase.  Two  results  follow  from  this :  prices 
continue  to  rise  still  further  and  an  increasing  number  of  orders 
remain  unfilled. 

During  this  phase  of  the  cycle  the  demand  schedules  of  all 
sorts  of  buyers  are  rising.  Buyers,  especially  in  dealers’  mar¬ 
kets,  are  willing  to  pay  more  and  more  money  for  the  same 
quantities.  The  demand  schedules  are  moving  upward,  since 
the  banks  are  furnishing,  through  the  increase  in  loans  and 
deposit  credits,  more  and  more  purchasing  power  measured 
in  terms  of  money  units. 

There  is,  however,  a  limit  to  the  possible  expansion  of  the 
community’s  purchasing  power  measured  in  terms  of  money 
units.  The  reserves  of  the  banks  finally  approach  the  danger 
point  and  ultimately  the  limits  imposed  by  law.  Fresh  loans 
can  no  longer  be  made,  and  the  expansion  of  bank  credit 
comes  to  an  end.  A  check  is  thus  placed  upon  the  competitive 
bidding  for  goods  and  services.  The  upward  movement  of 
prices  is  checked.  Business  men  who  hold  large  stocks  of  goods 
become  nervous,  and  finally,  fearing  a  fall  in  prices,  throw 
their  stocks  on  the  market.  A  general  selling  scramble  ensues, 
and  prices  drop. 
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It  may  be  that  the  upward  movement  is  checked  before  the 
final  limitations  imposed  by  the  reserves  of  the  banking  sys¬ 
tem  as  a  whole  are  reached.  For  example,  in  1923,  when  the 
member  banks  had  reached  the  limit  of  their  own  capacity 
to  extend  loans  they  were  reluctant  to  extend  their  credit 
further  by  rediscounting  at  the  Federal  Reserve  Banks.  More¬ 
over,  the  officers  of  the  Federal  Reserve  Banks  and  the  Federal 
Reserve  Board  were  reluctant  to  encourage  heavy  rediscount¬ 
ing,  since  they  feared  a  further  period  of  huge  inflation  such 
as  we  experienced  in  1919  and  1920. 

Other  factors  may  impose  a  check  on  the  expansion  of  bank 
credit.  A  bad  harvest  may  make  business  men  fearful  of  the 
future  ana  cause  them  to  hesitate  to  borrow  further.  Certain 
lines  of  business  may  be  overdeveloped,  with  a  consequent  fall 
in  profits.  This  affects  the  stability  of  interrelated  industries 
and  causes  business  men  to  lose  confidence  in  the  future.  A 
war  will  have  its  effect,  more  or  less  extensive,  depending  upon 
its  scope.  All  these  factors  affect  the  course  of  the  cycle  and 
produce  marked  differences  between  various  cycles. 

Gradually  business  swings  into  the  crisis  phase  of  the  cycle. 
The  demand  for  goods  ceases  to  rise  and  begins  to  decline. 
Prices  first  rise  less  rapidly  and  then  begin  to  drop.  This  gives 
the  cost  items,  which  got  a  slow  start  in  the  upward  movement, 
a  chance  to  catch  up  with  selling  prices.  Wage  rates  continue 
to  rise  after  the  price  movement  has  begun  to  slow  down. 
Discount  rates  on  commercial  paper  rise  sharply.  Extensions 
of  plant  and  new  equipment  installed  in  the  prosperity  phase 
of  the  cycle  and  purchased  at  high  prices  now  become  a  heavy 
load  for  the  company  to  carry,  for  the  fixed  expenses  entailed 
by  these  extensions  must  be  met  each  year  in  spite  of  the  new 
turn  of  affairs.  Salaries,  rents,  and  other  overhead  expenses 
have  finally  been  pushed  up  late  in  the  prosperity  phase  of 
the  cycle.  When  the  market  begins  to  recede  and  prices  turn 
downward,  these  heavy  charges  on  business  remain  as  a  mill¬ 
stone  round  its  neck.  With  costs  remaining  high  and  prices 
falling,  the  profit  margin  is  converted  into  a  loss  margin.  The 
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great  problem  for  business  men  becomes  not  so  much  to  make 
profits,  but  rather  to  prevent  too  heavy  losses.  In  fact,  the 
first  task  confronting  business  men  when  they  become  aware 
that  the  crisis  has  really  come  is  to  maintain  their  solvency. 
Not  having  anticipated  the  crisis,  they  find  themselves  tied 
up  with  numerous  contracts  and  commitments,  with  loans 
and  obligations  entered  into  under  the  expectation  of  sales 
and  prices  which  cannot  now  be  realized.  They  must  pay 
their  debts  or  risk  being  pushed  into  bankruptcy.  Hence  ac¬ 
cumulated  stocks  are  thrown  on  the  market  at  whatever 
prices  they  will  fetch,  and  this  intensifies  the  fall  in  prices. 
The  receipts  are  not  nearly  sufficient  to  meet  obligations. 
Accordingly  there  ensues  a  pressure  at  the  banks  for  new  loans 
and  extensions  of  time  on  past  loans  as  they  mature.  Each 
business  man  finds  it  impossible  to  collect  from  his  creditors 
or  to  pay  his  own  obligations.  Credits  thus  become  " frozen”  ; 
debts  are  not  paid  when  due.  Gradually,  through  rigid  econ¬ 
omy  and  saving,  the  credits  begin  to  thaw  out.  This  is  the 
process  of  "liquidation.”  The  final  phase  of  the  liquidation 
process  consists  in  forcing  into  bankruptcy  those  who  are 
totally  unable  to  liquidate,  thus  "thawing  out”  by  legal  pres¬ 
sure  the  hardest-frozen  credits.  This  last  phase  of  the  liquida¬ 
tion  process  becomes  most  widespread  after  the  crisis  is  passed 
and  industry  has  passed  into  full  depression. 

When  business  men  become  thoroughly  aware  that  their  ex¬ 
pectations  are  not  going  to  be  realized  because  of  the  decline 
in  the  market  and  the  fall  in  prices,  the  first  job  that  confronts 
them  is  to  maintain  their  solvency.  This  is  the  outstanding 
characteristic  of  the  crisis  phase  of  the  cycle.  It  is  chiefly  a 
financial  problem.  As  business  passes  gradually  into  a  period 
of  more  or  less  prolonged  depression  the  problem  of  production 
and  sales  comes  to  the  foreground.  The  manufacturer  is  con¬ 
fronted  with  the  prospect  of  a  falling  market ;  each  new  quo¬ 
tation  brings  news  of  a  further  fall  in  prices.  He  is  confronted 
with  high  costs  on  every  hand  :  high  wages,  large  fixed  interest 
charges  on  past  loans,  high  rents,  high  salaries,  high  taxes, 
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high  freight  rates  and  public-utility  charges.  If  he  continues 
to  operate,  he  may  find  his  costs  higher  than  his  selling  prices. 
At  first  thought  it  might  seem  that  the  proper  solution  is  to 
cut  the  Gordian  knot  by  closing  up  his  plant  entirely.  But 
unfortunately  for  him,  although  his  gross  income  would  be  nil, 
his  costs  would  in  large  measure  still  continue  should  he  resort 
to  this  drastic  action.  He  could,  to  be  sure,  eliminate  his  wage 
and  salary  bill,  but  he  hesitates  to  discharge  skilled,  trusted, 
and  responsible  men ;  he  must  keep  the  essential  part  of  the 
organization  together.  In  no  way  can  he  get  out  from  under 
the  fixed  interest  charges,  the  rentals,  and  the  taxes.  More¬ 
over,  he  has  a  considerable  stock  of  raw  materials  on  hand 
which  are  constantly  falling  in  value.  This  stock  at  least 
must  be  cleaned  out  before  it  is  feasible  to  close  up  shop. 
When  the  old  inventories  have  been  worked  off,  some  plants 
close  down  completely  for  a  few  weeks  or  longer ;  others  keep 
on  running  at  still  further  reduced  capacity. 

Every  economy  is  resorted  to  in  the  utilization  of  office  sup¬ 
plies,  plant  equipment,  power,  light,  and  materials,  and  every 
wage-earner  or  clerical  worker  who  is  not  highly  essential  is 
discharged.  Wages  and  salaries  are  cut  down,  though  (except 
for  unskilled  labor)  not  in  proportion  to  the  fall  in  selling 
prices. 

Merchants  are  faced  with  a  situation  fairly  similar  to  that 
which  confronts  manufacturers.  When  the  drop  in  prices 
comes,  they  are  faced  with  the  problem  of  what  to  do  with 
their  huge  stocks  bought  at  high  prices.  At  first  they  endeavor 
to  work  off  as  much  of  their  stocks  as  possible  at  the  old  prices. 
Finally  certain  merchants,  desperately  hard  pressed  for  cash, 
cut  prices  considerably  in  order  to  liquidate  a  material  part 
of  their  stocks.  Others,  seeing  what  is  coming,  cut  prices  in 
order  to  maintain  the  physical  volume  of  sales.  Eventually 
new  stocks  come  on  the  market  at  lower  prices,  and  all  re¬ 
tailers  are  forced  to  reduce  prices.  In  the  face  of  this  declining 
market,  merchants,  like  manufacturers,  endeavor  in  every 
possible  way  to  push  down  costs. 
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As  business  proceeds  into  the  depression  phase  of  the  cycle, 
bank  loans  and  deposit  credits  are  reduced  and  reserves  ac¬ 
cumulate.  The  loaning  power  of  banks  thus  becomes  more  and 


Fig.  29 

Fig.  29  gives  a  diagrammatic  representation  of  the  four  phases  of  the  cycle  which 
are  described  in  the  text.  The  diagram  shows  the  relation  between  costs  and  selling 
prices  in  the  various  phases  of  the  cycle.  The  space  between  the  two  indicates  the 
margin  of  profit  per  unit  of  output.  During  the  first  phase  of  the  period  of  pros¬ 
perity  the  margin  of  profit  is  widening,  but  during  the  last  phase  of  the  period  of 
prosperity  the  margin  is  gradually  narrowing  though  still  large.  During  the  first 
phase  of  the  prosperity  period,  therefore,  the  business  outlook  is  steadily  improving 
and  so  the  prices  of  corporation  stocks  are  rising.  When,  however,  the  margin  of 
profit  begins  to  narrow  the  business  outlook  is  not  so  favorable  and  so  the  stock 
market  begins  to  fall.  Thus  the  stock  market  reaches  the  highest  point  long  before 
prices  begin  to  fall  and  long  before  the  period  of  prosperity  has  come  to  a  close. 
During  the  period  of  depression  the  profit  margin  is  negative  for  many  firms. 
During  the  last  phase  of  the  depression  period,  however,  costs  and  selling  prices  are 
gradually  approaching  a  more  favorable  adjustment,  the  future  is  beginning  to  look 
more  hopeful,  and  so  the  stock  market  begins  to  move  upward  before  the  end  of  the 

depression  period  is  reached. 


more  favorable  as  depression  develops.  Yet  during  this  phase 
of  the  cycle  business  men  do  not  care  to  avail  themselves  of 
these  credit  facilities.  The  mere  fact  that  the  banks  are  in  a 
position  to  extend  loans  is  not  sufficient  in  itself  to  cause  an 
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upward  movement.  Business  men  do  not  care  to  borrow  at 
the  banks  unless  they  see  before  them  prospects  of  making 
profits,  nor  do  banks  wish  to  extend  loans  except  under  similar 
conditions.  The  maladjustments  of  costs  and  selling  prices 
have  to  be  righted,  and  the  excessive  stocks  of  retailers, 
wholesalers,  and  manufacturers  have  to  be  worked  off  before 
the  market  conditions  again  become  favorable. 

Finally,  however,  the  continuous  volume  of  purchases  on 
the  part  of  consumers  depletes  existing  stocks.  At  last  certain 
retailers  are  forced  to  place  new  orders.  At  first  these  orders 
are  limited  to  immediate  needs,  for  the  retailers  may  still 
anticipate  a  further  drop  in  prices.  Gradually,  however,  as 
the  orders  accumulate  from  all  quarters  the  prices  begin  to 
stiffen.  Retailers,  becoming  convinced  that  the  bottom  of 
prices  has  been  reached,  place  still  heavier  orders.  Whole¬ 
salers  increase  their  orders  from  manufacturers.  So  the  move¬ 
ment  is  passed  on  from  the  retailers  to  the  wholesalers,  from 
the  wholesalers  to  the  manufacturers  of  finished  products, 
from  these  in  turn  to  the  manufacturers  of  semifinished  prod¬ 
ucts  in  all  the  various  stages,  and  from  these  to  the  producers 
of  raw  materials,  lumber,  iron  ore,  coal,  etc.  Transportation 
has  been  stimulated  all  along  the  line. 

This  increased  demand  for  goods,  reaching  back  from  the 
retailers  to  all  the  preceding  stages  of  production,  finds  ex¬ 
pression  in  the  enlarged  purchasing  power  of  all  these  dealers. 
Orders  cannot  be  placed  without  having  the  necessary  means 
of  payment.  Only  a  limited  increase  in  orders  can  be  paid  for 
out  of  the  savings  of  past  income.  Loans  are  placed  at  the 
banks  to  finance  these  purchases.  During  the  period  of  de¬ 
pression  large  reserves  have  accumulated  at  the  banks,  and 
as  a  result  banks  are  eager  to  extend  loans  to  sound  business 
men  at  low  rates  of  interest.  The  loans  thus  made  are  credited 
to  the  accounts  of  the  retailers,  wholesalers,  and  manufac¬ 
turers  in  the  form  of  demand  deposits.  Thus  the  purchasing 
power  of  all  these  business  men  measured  in  terms  of  money 
units  is  increased,  and  with  this  enlarged  purchasing  power  at 
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their  disposal  fresh  orders  for  goods  are  placed.  Factories  now 
begin  to  run  at  nearer  to  full  capacity.  More  men  are  em¬ 
ployed.  Finally  the  competitive  bidding  for  wage-earners 
results  in  higher  wages.  Thus  the  enlarged  purchasing  power 
at  the  disposal  of  business  men  is  finally  passed  on  to  the  con¬ 
suming  public.  Purchases  in  one  field  stimulate  business  in  a 
whole  list  of  related  industries.  With  a  larger  volume  of  sales 
and  a  more  favorable  margin  of  profit  the  future  looks  brighter. 
Business  men  become  optimistic.  They  stock  up  with  raw 
materials,  employ  more  labor,  and  enter  into  contracts  for 
the  construction  of  additional  equipment  and  plant.  All  these 
activities  in  a  highly  interrelated  industrial  society  have  a 
far-reaching  effect,  and  business  rapidly  passes  on  into  the 
phase  of  full  prosperity. 

We  now  turn  to  the  theories  that  have  been  advanced  in 
explanation  of  these  fluctuations  in  prices  and  production. 
We  shall  limit  our  attention  to  some  of  the  more  important 
of  these  theories. 

Rainfall  and  Business  Cycles.  William  S.  Jevons,  an  English 
economist  of  the  latter  half  of  the  nineteenth  century,  and 
more  recently  Professor  Henry  L.  Moore,  of  Columbia  Uni¬ 
versity,  have  advanced  the  theory  that  the  underlying  ulti¬ 
mate  cause  of  business  cycles  is  to  be  found  in  cycles  of  rainfall. 
The  causal  relation  runs,  it  is  said,  as  follows:  the  cycles 
of  rainfall  produce  cycles  of  crop  yields ;  these  cycles  of  crop 
yields  produce  cycles  in  the  prices  of  agricultural  products; 
these  products  in  turn  furnish  three  fourths  of  the  raw  ma¬ 
terials  of  manufacture  and  thus  profoundly  affect  the  profit 
margin  of  manufacturers.  Moreover,  a  heavy  crop  results  in 
heavy  traffic  on  the  railroads.  This  not  only  results  in  large 
railroad  revenues  but  forces  the  railroads  to  order  new  cars 
and  equipment,  to  buy  additional  coal  and  other  supplies, 
thus  stimulating  business  activity  in  related  industries. 

Professor  Moore  contends  that  he  finds  evidence  of  an  eight- 
year  cycle  in  rainfall,  crop  yields,  prices,  and  production.  He 
holds  that  this  eight-year  cycle  appears  in  the  rainfall  in 
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Arizona,  in  North  and  South  Dakota,  in  the  Ohio  valley,  and 
in  Illinois.  The  effect  of  these  rainfall  cycles  is  apparent  on 
the  growth  of  trees  in  Arizona ;  on  the  yield  of  crops  in  the 
Dakotas,  in  the  United  States,  in  the  United  Kingdom,  and 
in  France ;  on  the  wholesale  prices  in  England ;  and  finally 
on  the  production  of  coal  and  pig  iron,  basic  industrial  com¬ 
modities.  Moore  finds  that  the  maximum  points  for  all  these 
cycles  are  substantially  similar  and  occur  in  the  following 
years:  1882,  1890,  1898,  1906,  and  1914. 

That  crop  fluctuations  affect  business  conditions  may  be 
taken  for  granted,  but  that  they  are  the  dominating  factor  in 
the  business  cycle  is  more  doubtful.  In  the  first  place,  it  is 
not  clear  that  the  length  of  the  business  cycle  is  really  eight 
years.  On  the  contrary,  the  length  of  the  cycle  has  varied 
considerably  during  the  last  century.  In  the  second  place,  the 
production  of  crops  appears  to  oscillate  back  and  forth  with¬ 
out  any  well-defined  cyclical  movements  such  as  would  cor¬ 
respond  closely  to  the  business  cycle.  In  short,  the  evidence 
as  to  the  causal  relation  between  rainfall  and  the  business 
cycle  is  not  sufficient  to  be  convincing. 

While  economists  generally  do  not  have  much  confidence  in 
the  rainfall  theory,  it  is  certainly  clear  that  oscillations  of 
crop  yield  have  important  effects  on  the  business  cycle.  A 
good  harvest  may  initiate  or  intensify  a  period  of  prosperity. 
If  timed  properly  it  may  hasten  the  coming  of  prosperity  or 
postpone  the  period  of  depression.  Similarly,  a  bad  harvest 
will  intensify  depression. 

Overproduction  and  Underconsumption.  One  of  the  oldest 
theories  of  the  causes  of  depression,  and  one  which  still  per¬ 
sists,  is  that  of  overproduction  and  underconsumption.  The 
modern  representative  of  this  theory  is  John  A.  Hobson,  a 
British  economist.  He  argues  that  the  ultimate  cause  of 
these  cycles  is  to  be  found  in  maladjustments  in  the  distri¬ 
bution  of  wealth.  With  the  unequal  distribution  of  wealth 
that  now  obtains  there  is  an  overaccumulation  of  savings 
relative  to  the  volume  of  consumption.  Wealthy  people  with 
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very  large  incomes  are  unable  or  at  least  unwilling  to  spend 
a  sufficient  proportion  of  their  incomes  on  consumers’  goods 
to  take  the  current  production  of  such  goods  off  the  market. 
No  matter  how  much  production  is  directed  toward  the  things 
that  would  appeal  to  the  rich,  whose  wants,  even  the  most 
ostentatious  ones,  are  so  amply  provided  for,  they  will  in¬ 
evitably  invest  too  large  a  proportion  of  their  incomes  in 
capital  equipment  intended  for  further  production.  Since  they 
themselves  are  unwilling  or  unable  to  spend  the  proper  propor¬ 
tion  of  their  incomes  on  consumers’  goods,  the  investment 
made  in  new  equipment  must  necessarily  result  in  the  produc¬ 
tion  of  goods  intended  for  the  masses.  But  the  great  bulk  of 
the  population  with  their  limited  incomes  are  unable  to  pur¬ 
chase  all  these  goods.  Thus  production  outruns  consumption. 
The  inevitable  result  is  a  congested  market  which  leads  to 
lower  prices,  diminished  profits,  and  smaller  incomes  for  the 
very  rich.  These  reduced  incomes  force  the  wealthy  classes  to 
spend  a  greater  proportion  of  their  incomes  to  maintain  their 
accustomed  scale  of  living.  Savings  are  thus  reduced  and 
less  is  invested  in  new  capital  goods.  Consumption  is  thus 
given  a  chance  to  catch  up  with  the  productive  capacity  of 
the  industrial  equipment,  surplus  goods  are  worked  off,  and 
prices  again  rise.  With  the  return  of  higher  prices,  profits 
are  again  increased,  a  disproportionate  share  of  the  national 
income  again  goes  to  the  wealthy  classes,  and  an  excessive 
proportion  of  these  surplus  incomes  is  again  saved  and  in¬ 
vested  in  new  capital  equipment  which,  of  course,  must  be 
used  finally  in  the  production  of  consumers’  goods.  The 
masses,  with  disproportionately  small  incomes,  are  unable  to 
purchase  these  goods,  and  so  production  again  outruns  con¬ 
sumption.  Excessively  large  incomes  are  therefore  responsible 
for  the  incessant  attempt  to  employ  capital  in  excess  of  the 
demand  of  the  ultimate  consumer. 

According  to  Hobson,  one  of  two  things  must  be  done. 
Either  the  rich  will  have  to  abandon  their  excessive  saving  and 
resort  to  greater  spending,  or  else  these  surplus  incomes  must 
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somehow  be  reduced  and  greater  equality  of  incomes  attained. 
These  latter  ends  could  be  obtained  by  the  taxation  of  large 
incomes  and  by  raising  wages.  A  smaller  proportion  of  the 
national  income  would  thus  go  to  the  rich,  a  smaller  propor¬ 
tion  of  the  national  income  would  be  saved,  and  thus  a  balance 
would  be  restored  between  consumption  and  production, 
between  demand  and  supply. 

It  is  to  be  noted  that  Mr.  Hobson  is  not  opposed  to  the 
accumulation  of  capital  per  se.  He  is  opposed  to  saving  a  dis¬ 
proportionately  large  percentage  of  the  national  income;  for 
that  compels  production  to  outrun  consumption  and  results  in 
these  periodic  stoppages,  thus  defeating  its  own  ends.  His 
point  is  that  these  excessive  accumulations  of  capital,  instead 
of  increasing  the  total  national  income  actually  diminish  it, 
because  of  the  unemployment  that  ensues.  If  the  distribution 
of  income  were  more  equal  and  the  consuming  power  of  society 
thereby  enlarged,  production  would,  it  is  claimed,  become  con¬ 
tinuous.  The  total  national  income  would  then  be  greater; 
and  even  though  a  smaller  proportion  of  the  income  were  saved, 
the  absolute  volume  of  savings  and  capital  accumulation 
might  well  be  greater  than  now.  Hobson,  of  course,  is  not 
opposed  to  capital  accumulation.  He  wishes  to  have  the  ac¬ 
cumulation  of  capital  so  nicely  adjusted  to  the  total  national 
income  that  the  consuming  power  of  the  community  will 
always  be  able  to  take  off  the  goods  produced. 

There  are  many  known  facts  which  appear  to  support  this 
theory.  It  is  well  known  that  a  large  part  of  the  savings  of  the 
community  come  out  of  the  corporate  surpluses  retained  in 
the  business  during  the  period  of  prosperity.  Again,  it  is  well 
recognized  that  almost  every  industry  is  overbuilt  —  the 
steel  industry,  the  coal  mines,  and  many  other  industries. 
There  are  many  industries  that  could  not  possibly  dispose  of 
their  products  at  a  profit  if  they  continued  to  produce  at  full 
capacity.  This  would  appear  to  give  support  to  the  notion 
that  our  capital  equipment  is  too  extensive  in  proportion  to 
our  national  income.  However,  it  is  not  difficult  to  account 
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for  this  overexpansion  of  fixed  capital.  For  one  thing,  when 
capital  equipment  is  built  it  is  necessary  to  make  adequate 
provision  for  further  growth  and  development.  This  factor 
alone  accounts  for  much  of  the  excess  equipment.  It  would  be 
uneconomical  for  any  corporation  to  build  a  new  factory  just 
large  enough  to  take  care  of  its  present  business  without  mak¬ 
ing  any  provision  for  expansion.  Moreover,  it  is  exceedingly 
difficult  to  forecast  the  future  accurately,  and  many  errors  of 
judgment  are  made.  Part  of  the  excess  capacity  can  be  justi¬ 
fied  by  the  prospects  of  growth,  but  a  part  must  be  charged 
up  to  unwarranted  optimism.  Moreover,  a  shift  in  demand 
caused  by  the  introduction  of  new  products  may  leave  an  old 
industry,  which  faces  a  declining  demand,  oversupplied  with 
fixed  capital.  Again,  an  industry  may  shift  from  one  region  to 
another  because  of  a  combination  of  circumstances.  Thus  the 
textile  industry  is  at  present  developing  rapidly  in  the  South 
while  mill  towns  in  New  England  are  declining,  and  flour 
mills  are  expanding  in  Buffalo  while  those  in  Minneapolis  are 
operating  at  greatly  reduced  capacity.  Furthermore,  new  in¬ 
ventions  make  old  equipment  obsolete  and  account  for  a  con¬ 
siderable  amount  of  unused  capacity.  Finally,  many  industries 
are  overbuilt  in  order  to  carry  the  peak  load  made  necessary  by 
the  fact  that  we  have  a  business  cycle.  If  the  business  cycle 
could  be  eliminated,  capital  would  be  forced  out  of  the  over¬ 
developed  industries  and  the  consequent  increased  volume  of 
capital  seeking  investment  would  cause  interest  rates  to  fall. 
Enterprises  could  then  be  started  that  cannot  now  be  devel¬ 
oped  because  the  rate  of  interest  is  too  high  to  make  them 
profitable.  It  is  not  difficult  to  think  of  many  schemes  which 
are  technically  possible  but  which  cannot  earn  the  rate  of  in¬ 
terest  that  capital  now  commands  and  which  therefore  remain 
undeveloped  water-power  plants,  reforestation,  drainage 
schemes,  irrigation,  railroads,  canals,  houses,  and  so  on  inter¬ 
minably.  There  is  no  end  to  the  possible  uses  of  capital  if  it 
could  only  be  obtained  at  a  sufficiently  low  rate. 

The  fatal  objection  to  the  overproduction  or  oversavings 
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theory  is  the  fact  of  the  persistence  of  a  relatively  high  interest 
rate  on  long-time  investments.  If  people  persist  in  saving,  as 
Hobson  has  it,  there  is  nothing  to  prevent  the  interest  rate 
from  falling  until  it  becomes  a  minus  quantity.  The  mere  fact 
that  the  rate  of  interest  remains  high  is  proof  conclusive  that 
the  volume  of  savings  is  not  sufficient  to  satisfy  society’s 
demand  for  savings.  That  these  savings  are  at  present  in¬ 
vested  in  industrial  plants  which  cannot  continuously  produce 
at  capacity  can  be  adequately  accounted  for  on  the  ground 
indicated  above.1 

Money  and  Credit.  R.  G.  Hawtrey,  a  British  economist, 
contends  that  trade  fluctuations  are  due  to  disturbances  in  the 
available  stock  of  money  and  bank  credit.  A  contraction  of 
currency  occasions  the  slackening  of  demand  for  all  classes  of 
commodities,  the  fall  of  prices,  the  lack  of  employment,  the 
shrinkage  of  profits,  and  the  low  rate  of  interest  which  are  the 
concomitants  of  a  trade  depression.  On  the  other  hand,  an 
increase  of  the  currency  leads  to  a  stimulation  of  demand,  a 
rise  of  prices,  a  high  demand  for  labor,  inflated  profits,  and  a 
high  rate  of  interest,  all  of  which  are  the  symptoms  of  active 
trade.  A  depression  in  trade  is  in  essence  a  general  slackening 
of  the  money  demand  for  commodities ;  an  expansion  of  trade 
is  a  general  augmentation  of  the  money  demand  for  com¬ 
modities.  An  expansion  of  trade  occurs  when  the  amount  of 
credit  money  in  existence  is  less  than  the  bankers  think 
prudent,  having  regard  to  their  holdings  of  cash,  and  so  they 
lower  the  rate  of  interest  to  encourage  borrowing.  Both 
dealers  and  producers  borrow  more  money  from  the  banks, 
credit  money  is  increased,  prices  rise,  wages  are  increased, 
cash  is  drawn  out  of  the  banks  with  which  to  pay  wages,  and 
bank  reserves  fall.  At  this  point  the  bankers  conclude  that 
the  amount  of  credit  money  in  existence  is  more  than  they 
think  prudent,  having  regard  to  their  holdings  of  cash,  and  so 
they  raise  the  rate  of  interest  to  reduce  the  excess.  The  rise 

1  See  Problem  3  at  the  close  of  this  chapter  for  a  further  criticism  of  Hobson’s 
theory. 
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in  the  rate  of  interest  increases  the  cost  of  holding  stocks  of 
commodities,  and  dealers  accordingly  proceed  to  reduce  their 
stocks  by  giving  fewer  orders  to  the  producers.  Production  is 
therefore  cut  down,  and  wage-earners  are  thrown  out  of  work. 

Now  what  causes  this  expansion  and  contraction  of  cur¬ 
rency?  Hawtrey’s  answer  is  that  in  the  banking  institutions 
which  prevail  in  the  world  as  it  is,  there  is  an  inherent  tend¬ 
ency  toward  fluctuations.  When  credit  money  is  curtailed, 
then  business  is  depressed,  unemployment  ensues,  and  wages 
fall.  Now  the  most  important  item  in  the  community’s  de¬ 
mand  for  cash  is  the  wages  bill.  If  wages  fell  immediately  as 
soon  as  banks  began  to  curtail  the  credit  expansion,  cash 
would  flow  into  the  banks,  the  curtailment  of  credit  would 
quickly  be  checked,  and  a  stable  condition  might  then  be 
reached;  but,  instead,  wages  stay  up  for  a  considerable 
period,  and  when  they  eventually  do  fall  and  cash  begins  to 
flow  back  to  the  banks,  it  is  found  that  the  credit  contraction 
has  been  excessive  since  there  now  develops  an  overaccumu¬ 
lation  of  cash  reserves.  Eventually  the  banks  must  get  rid 
of  this  excess,  and  the  result  is  another  period  of  inflation. 
Similarly,  when  the  banks  expand  their  loans,  wages  for  a 
time  fail  to  rise,  and  therefore  cash  is  not  drawn  from  the 
banks.  Eventually  when  wages  do  rise  and  cash  is  withdrawn 
from  the  banks  to  meet  the  wages  bill,  the  banks  find  that 
they  have  overexpanded,  that  their  reserves  are  unduly  low, 
and  so  curtailment  again  becomes  necessary.  Thus  the  cycle 
perpetuates  itself. 

Self-generating  Cycles.  Professor  Wesley  C.  Mitchell,  the 
director  of  research,  National  Bureau  of  Economic  Research, 
holds  that  the  cycle  is  self-generating.  Once  started  (and  per¬ 
fect  stability  in  a  complex  society  with  a  money  and  exchange 
economy  is  scarcely  conceivable),  it  tends  to  perpetuate  itself. 
Mitchell  says  that  the  cycle  is  not  due  to  the  influence  of  dis¬ 
turbing  causes  from  the  outside,  but  to  processes  which  run 
regularly  within  the  world  of  business  itself.  Prosperity  be¬ 
comes  intense  and  breeds  a  crisis,  a  crisis  runs  on  into  depres- 
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sion,  depression  after  a  while  begets  a  revival  of  activity,  and 
the  revival  grows  into  prosperity.  Thus  the  business  cycles  run 
an  unceasing  round,  each  cycle  growing  out  of  its  predecessor 
and  merging  with  its  successor.  For  the  explanation  of  busi¬ 
ness  revival  and  prosperity  it  is  not  necessary  to  look  to  the 
occurrence  of  some  propitious  event,  such  as  a  good  crop,  or 
the  development  of  new  industries  (for  example,  the  electrical 
or  chemical  industries),  or  a  favorable  piece  of  legislation,  or 
an  increase  in  the  export  demand.  "The  quiet  processes  of 
business  recuperation  during  dull  times  are  quite  competent 
to  develop  into  revival  without  the  adventitious  help  of  any 
disturbing  circumstances.” 

Why  does  one  phase  of  the  cycle  generate  subsequent 
phases?  The  answer  is  to  be  found  in  part  in  the  accumula¬ 
tion,  or  storage,  of  stocks  of  goods.  In  the  period  of  prosperity 
and  rising  prices,  stocks  of  goods  are  piled  up  for  two  reasons : 
(1)  when  prices  are  rising,  retailers,  wholesalers,  and  manu¬ 
facturers  all  have  a  tendency  to  increase  their  stocks  before 
prices  rise  still  more ;  (2)  in  periods  of  prosperity  the  demand 
for  goods  is  brisk,  and  so  it  becomes  desirable  to  carry  larger 
stocks  to  insure  an  adequate  supply.  But  of  course  retailers, 
wholesalers,  and  manufacturers  cannot  continue  to  increase 
their  stocks  indefinitely.  As  soon  as  they  cease  increasing  their 
stocks  (even  though  they  continue  to  maintain  them  at  the 
high  level  reached)  the  demand  for  goods  at  once  declines  in 
all  markets  except  consumers'  markets.  Retailers  buy  less 
heavily  from  wholesalers,  wholesalers  less  heavily  from  manu¬ 
facturers,  and  manufacturers  less  heavily  from  the  producers 
of  semifinished  and  raw  materials.  Production  is  thus  slowed 
down,  wage-earners  are  thrown  out  of  work,  and  this  in  turn 
reduces  the  demand  in  the  consumers’  markets.  Prosperity 
lasts  as  long  as  stocks  are  piled  up,  but  this  movement  eventu¬ 
ally  produces  a  crisis  and  finally  depression.  At  this  point 
consumers’  purchases  begin  to  fall  off  and  retailers  become 
anxious  to  reduce  their  stocks.  They  therefore  buy  sparingly 
from  wholesalers,  supplying  the  consumers’  demand  from 


390 


PRINCIPLES  OF  ECONOMICS 


their  accumulated  stocks.  Similarly,  wholesalers  will  wish  tc 
reduce  their  stocks,  and  so  they  buy  less  from  manufacturers 
than  they  sell  to  retailers.  In  like  manner  manufacturers  will 
purchase  less  from  the  producers  of  semifinished  goods  and 
raw  materials  than  they  sell  to  wholesalers  and  retailers,  since 
in  large  part  they  too  are  able  to  supply  such  orders  as  come 
in  from  their  accumulated  stocks.  Thus  the  falling  off  in 
demand  is  increasingly  greater  the  farther  the  market  is  re¬ 
moved  from  the  ultimate  consumer.  Eventually  the  stocks 
are  all  used  up  ;  but  in  spite  of  depression  and  unemployment 
consumers  continue  to  purchase  at  a  fairly  even  pace,  partly 
by  utilizing  personal  credit  at  the  stores  and  partly  by  draw¬ 
ing  upon  savings  accumulated  in  the  period  of  prosperity. 
Finally  the  stocks  are  largely  used  up.  Retailers  are  now 
compelled  to  increase  their  purchases  from  wholesalers,  and 
these  in  turn  from  manufacturers.  In  consequence  of  these 
increased  purchases  and  the  improved  market  conditions, 
dealers  and  manufacturers  again  begin  to  accumulate  stocks. 
Retailers  buy  more  from  wholesalers  and  manufacturers  than 
they  sell  to  consumers,  and  manufacturers  in  turn  buy  more 
from  the  producers  of  semifinished  goods  and  raw  materials 
than  they  sell  to  wholesalers  and  retailers.  Production  is  in¬ 
creased  ;  more  wage-earners  are  employed ;  and  so  the  con¬ 
sumers’  demand  is  reenforced  and  strengthened,  and  this 
demand  in  turn  stimulates  still  more  the  demand  of  retailers, 
wholesalers,  and  manufacturers.  Thus  the  alternate  accumu¬ 
lation  and  using  up  of  stocks  keeps  the  cycle  moving  forward 
from  one  phase  to  the  next. 

Price  Fluctuations  and  the  Business  Cycle.  Professor  Irving 
Fisher  has  advanced  the  view  that  the  fluctuations  in  the 
purchasing  power  of  money  largely  predetermine  the  fluctua¬ 
tions  in  trade.  It  is  generally  recognized  that  a  rising-price 
level  stimulates  trade  and  that  a  falling-price  level  depresses 
trade.  In  a  rising-price  period  profits  are  increased  (as  we 
have  already  explained)  because  expenses,  such  as  interest, 
rent,  salaries,  and  wages,  lag  behind  the  rise  in  prices.  More- 
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over,  rising  prices  engender  optimism,  encourage  speculation, 
and  induce  retailers,  wholesalers,  and  manufacturers  to  stock 
up  not  only  because  they  anticipate  a  good  market  but  also 
because  they  anticipate  a  further  rise  in  prices.  As  a  result 
production  is  stimulated  and  industry  expands.  Falling  prices, 
on  the  other  hand,  wipe  out  profits,  force  all  dealers  to  reduce 
their  stocks  lest  they  be  caught  by  a  further  fall  in  prices,  and 
reduce  the  purchases  of  retailers  and  wholesalers ;  thus  produc¬ 
tion  is  curtailed.  Rising  prices  act  as  a  stimulant  on  trade; 
falling  prices  depress  trade.  Fisher  therefore  contends  that 
"changes  in  the  price  level  afford  an  almost  complete  explana¬ 
tion  of  fluctuations  in  the  volume  of  trade.”  This  rise  and  fall 
in  the  price  level,  in  turn,  is  controlled  by  extraneous  forces, 
such  as  government  inflation  policies,  banking  policies,  legisla¬ 
tion,  foreign  trade,  gold-mining,  crops,  and  many  other  factors. 

Fisher  denies,  then,  that  the  cycle  is  self-generating.  He 
holds  that  Mitchell’s  view  overlooks  "friction.”  If  we  pull  a 
twig  and  let  it  snap  back,  we  set  up  a  swaying  movement  back 
and  forth.  But  the  twig,  once  deflected  and  then  left  to  itself, 
soon  stops  swaying.  Friction  brings  it  to  rest.  So  in  business 
we  must  assume  that  the  effect  of  any  initial  disturbance 
would  soon  wear  off  after  a  very  few  oscillations  of  rapidly 
diminishing  amplitude.  The  resultant  business  cycle  would 
speedily  cease  altogether  if  dependent  only  on  its  own  reac¬ 
tions.  To  keep  it  up,  there  must  be  applied  some  outside  force. 

Progress  and  the  Business  Cycle.  The  distinguished  Swedish 
economist  Gustav  Cassel  also  holds  the  view  that  the  business 
cycle  is  not  self-generating,  that  there  is  a  tendency  toward  a 
"gradual  balancing  of  the  strength  of  the  upward  and  down¬ 
ward  movements  as  a  result  of  the  restrictive  reactions.” 
Thus  a  state  of  equilibrium  would  be  reached  if  things  did 
not  happen  from  time  to  time  which  cause  a  renewal  of  pros¬ 
perity.  In  the  first  place,  we  have  technical  progress.  The 
railroads  and  the  electrical  industry  are  examples  of  new 
technical  advances  that  opened  up  new  and  remunerative 
uses  of  fixed  capital  and  stimulated  their  construction.  The 
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business  cycle,  Cassel  contends,  is  essentially  a  variation  in 
the  production  of  fixed  capital.  Another  event  which  has  the 
same  effect  as  inventions  is  the  opening  up  of  new  countries. 
Finally,  a  country  with  a  rapidly  growing  population  demands 
a  corresponding  increase  in  fixed  capital.  Once  the  cycle  is 
started,  the  oscillations  back  and  forth  recur  in  diminishing 
waves  until  the  movement  finally  comes  to  rest.  For  a  limited 
time,  therefore,  the  principle  of  action  and  reaction  produces  a 
set  of  recurring  waves.  The  reactions  set  up  are  as  follows : 
the  new  invention  or  the  new  resource  raises  the  remuneration 
derived  from  fixed  capital,  the  production  of  fixed  capital  is 
stimulated,  loans  are  applied  for  at  the  banks  to  finance  the 
expansion.  This  means  a  diversion  of  the  community’s  pur¬ 
chasing  power  in  the  direction  of  capital  goods,  the  prices  of 
capital  goods  rise,  wages  lag  behind,  a  wide  margin  of  profits 
is  created,  a  larger  proportion  of  the  national  income  is  saved, 
and  since  this  is  used  to  buy  capital  goods  the  prices  of  these 
rise  still  more.  Finally,  however,  the  prices  of  raw  materials 
and  wages  rise,  the  margin  of  profit  is  reduced,  savings  are 
reduced,  the  means  of  financing  the  capital  expansion  is 
curtailed,  interest  rates  rise,  the  prices  of  capital  goods  fall, 
and  thus  the  production  of  fixed  capital  declines.  This  shows 
itself  particularly  in  building  construction.  Thus  depression 
automatically  follows  from  prosperity.  But  depression  brings 
out  forces  in  opposition  to  itself,  —  low  prices  of  material 
and  low  wages.  These  factors  cheapen  the  production  of  fixed 
capital.  At  the  same  time  depression  results  in  a  low  rate  of 
interest,  and  this  in  turn  raises  the  prices  of  securities.  The 
depression  period  is  therefore  one  in  which  it  is  profitable  to 
build  new  plant  and  equipment  and  sell  them  to  the  public  in 
the  form  of  securities  at  a  profitable  figure.  Thus  the  low 
interest  rates,  the  low  prices  of  materials,  and  low  wages  put 
an  end  to  depression  and  bring  on  a  new  advance.  But  eventu¬ 
ally  these  forces  play  themselves  out  and  a  state  of  equilibrium 
is  reached,  or  rather  would  be  if  it  were  not  for  new  discov¬ 
eries,  new  resources,  and  the  growth  of  population. 
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In  this  view  the  business  cycle  is  an  inevitable  phenomenon 
in  a  progressive  society.  The  forces  of  progress  —  the  dis¬ 
covery  of  new  methods,  new  products,  new  resources  —  arouse 
bright  hopes,  engender  optimism,  and  cause  more  fixed  capital 
to  be  built.  There  results  an  expansion  of  credit  and  of  pur¬ 
chasing  power,  a  rise  in  prices,  a  maladjustment  of  costs  and 
selling  prices,  a  disproportionate  production  of  capital  goods 
compared  with  consumers  goods,  and  finally  depression  as  a 
result  of  these  disturbed  relations.  Thus  the  business  cycle  is 
held  to  be  a  function  of  the  forces  of  progress  and  would  exist, 
so  Cassel  contends,  even  in  a  progressive  socialist  society. 

It  will  be  noted  that  these  factors  of  progress  tend  to  de¬ 
velop  price  fluctuations.  But  then,  even  though  we  should  be 
able  to  stabilize  the  value  of  money  and  thus  do  away  with 
the  fluctuation  of  the  general  price  level,  we  should  still  have 
the  business  cycle  to  some  degree,  it  is  argued,  so  long  as  we 
live  in  a  progressive  society.  Inventions  and  new  discoveries 
would  still  disturb  the  equilibrium  between  the  production  of 
fixed  capital  and  consumers'  goods.  And  even  though  the 
general  price  level  were  stabilized,  there  would  be  no  assurance 
that  maladjustment  would  not  occur  between  the  prices  of 
consumers’  goods  and  producers’  goods,  cost  prices  and  selling 
prices,  agricultural  prices  and  industrial  prices,  the  price  of 
raw  materials  and  finished  products.  If  the  general  price  level 
were  stabilized,  the  business  cycle  would  certainly  be  mini¬ 
mized,  but  (so  Cassel  thinks,  at  least)  the  business  cycle  will 
always  exist  so  long  as  we  have  spurts  of  inventions  and  dis¬ 
coveries  that  in  turn  result  in  the  extraordinary  development 
and  expansion  of  fixed  capital. 

The  Business  Cycle  an  Unsolved  Problem.  It  is  not  possible 
in  the  present  state  of  economic  knowledge,  to  give  a  thor¬ 
oughly  satisfactory  explanation  of  the  causes  of  the  business 
cycle.  To  some  extent  it  remains  an  unsolved  riddle.  Many 
economists  are  studying  the  problem,  and  it  is  one  of  the  most 
fascinating  though  perplexing  fields  in  economic  theory.  The 
apparent  disagreement  among  economists  is,  however,  not  so 
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great  as  at  first  appears.  The  literature  on  the  subject  is  highly 
controversial,  but  the  difference  between  the  various  writers 
is  to  a  large  degree  one  of  emphasis. 

There  is  one  point  to  which  we  wish  to  call  attention  with 
respect  to  these  theories.  It  should  not  be  forgotten  that  a 
description  of  the  business  cycle  is  a  record  of  the  actions  of 
human  beings.  The  business  cycle  is,  of  course,  a  product  of 
human  behavior.  When  it  is  said,  for  example,  that  the  busi¬ 
ness  cycle  is  a  function  of  the  money  economy,  what  is  really 
meant  is  that  the  money  economy  presents  certain  environ¬ 
mental  stimuli  to  human  behavior  which  cause  actions  such 
as  are  found  in  the  various  phases  of  the  cycle.  The  same  is 
true  of  the  rainfall-cycle  theory.  All  these  theories  are  really 
trying  to  explain  a  certain  aspect  of  human  behavior  as  we 
find  it  in  the  modern  economic  order. 

Stabilization.  No  matter  what  the  causes  of  the  business 
cycle  may  be,  it  is  agreed  by  practically  all  writers  that  certain 
influences  may  be  brought  to  bear  upon  business  men  that 
will  tend  to  check  their  excesses  of  optimism  or  pessimism,  as 
the  case  may  be. 

There  is  ground  for  believing  that  something  can  be  done  to 
minimize  the  effects  of  the  cycle  through  dissemination  of 
more  complete  knowledge  regarding  the  current  movements 
of  prices,  production,  stock  of  goods  on  hand,  unfilled  orders, 
etc.,  so  that  business  men  may  more  wisely  manage  their 
affairs  with  a  view  to  the  general  condition  of  industry.  Dur¬ 
ing  the  last  few  years  there  have  sprung  up  many  forecasting 
agencies.  The  Departments  of  Commerce  and  Labor  of  the 
Federal  government  have  done  notable  work  recently  in  dis¬ 
seminating  statistical  information  with  respect  to  business 
conditions.  Trade  associations,  as  we  have  previously  shown, 
have  been  legalized,  and  these  give  much  valuable  information 
to  their  membership.  All  this  information  will  help  to  mini¬ 
mize  errors  of  judgment  and  can  scarcely  fail  to  mitigate  in 
some  measure  trade  fluctuations. 

A  more  radical  proposal  is  to  stabilize  the  price  level. 
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Toward  this  end  several  proposals  have  been  made.  The  one 
made  by  Professor  Irving  Fisher,  of  Yale  University,  has 
already  been  discussed  in  the  preceding  chapter.  There  we 
had  in  mind,  however,  chiefly  the  elimination  of  the  long-run 
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Fig.  30 

Fig.  30  shows  that  when  bank  reserves  are  low  in  relation  to  the  deposit  liabilities 
outstanding  the  banks  protect  themselves  by  raising  the  discount  rate.  Thus  the 
rate  of  discount  fluctuates  inversely  with  the  reserve  ratio,  falling  with  a  high  reserve 
ratio  and  rising  with  a  low  reserve  ratio.  The  movements  of  the  business  cycle  can 
be  plainly  seen  in  these  fluctuations.  During  the  period  of  prosperity  the  banks  are 
expanding  their  deposit  liabilities,  the  reserve  ratio  is  falling  and  thus  the  discount 
rate  rises,  reaching  the  crest  of  the  wave  in  the  crisis  period.  Then,  in  the  period  of 
depression,  loans  and  deposits  are  scaled  down,  and  the  cash  which  was  in  active 
circulation  during  the  period  of  prosperity  is  returned  to  the  vaults  of  the  banks. 
Thus  the  reserve  ratio  rises  rapidly  with  a  corresponding  fall  in  the  discount  rate. 
This  is  the  period  of  depression.  With  a  high  reserve  ratio  and  low  discount  rates 
the  money  market  is  favorable  to  a  revival  of  business,  which,  with  the  gradual 
adjustment  of  costs  to  selling  prices  and  the  depletion  of  stocks,  finally  comes 

into  evidence 


secular  trends  of  prices.  So  far  as  the  business  cycle  is  con¬ 
cerned,  his  method  would  operate  through  the  control  of 
reserves.  Increasing  or  decreasing  the  weight  of  the  gold 
dollar  (since  gold  is  now  used  almost  exclusively  as  reserve 
money)  would  automatically  have  the  effect  of  increasing  or 
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decreasing  the  reserves  of  the  banks.  Under  this  system 
bankers  would  continue  to  be  guided  in  their  discount  policy 
by  the  size  of  their  reserves,  as  they  always  have  in  the  past. 
But  the  reserves  themselves  would  be  regulated  with  a  view  to 
stabilizing  the  price  level. 

The  proposal  of  Professor  0.  M.  W.  Sprague,  of  Harvard 
University,  is  to  abandon  the  reserve  ratio  as  a  criterion  for 
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Fig.  31 


Fig.  31  shows  the  pre-war  relation  of  the  reserve  ratio  to  wholesale  prices.  The  fall 
in  the  reserve  ratio  betokens  an  expansion  of  bank  credit  and  rise  in  prices.  The 
period  of  depression,  on  the  other  hand,  brings  a  fall  in  prices,  a  contraction  of  bank 
credit  and  so  a  rise  in  the  ratio  of  reserves  to  deposits 

guiding  discount  policies.  In  the  past  discount  rates  have 
been  automatically  regulated  by  the  reserve  ratio.  Professor 
Sprague  proposes  to  control  consciously  the  discount  rate  with 
a  view  to  regulating  the  price  level.  When,  for  example,  fac¬ 
tories  are  running  at  full  capacity  and  labor  is  fully  employed, 
it  is  clear  that  any  further  expansion  of  loans  and  bank  credit 
can  only  result  in  an  inflation  in  prices.  At  this  point  Professor 
Sprague  would  raise  the  discount  rate,  no  matter  how  abun¬ 
dant  the  reserves  of  the  banks  may  be.  In  short,  he  would 
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adjust  the  volume  of  circulating  media  to  the  needs  of  industry 
and  commerce  in  such  a  way  that  prices  would  be  stabilized, 
rather  than  allow  the  ebb  and  flow  of  bank  credit  to  run  its 
course  with  the  attendant  upheaval  in  prices. 

It  is  to  be  noted  that  Professor  Sprague’s  device  is  not 
intended  to  abolish  the  limitations  imposed  upon  the  lend¬ 
ing  power  of  banks  by  our  legal-reserve  requirements.  Even 
though  the  legal-reserve  requirements  were  abolished,  banks 
would  still  have  to  limit  their  loans  if  their  legal  reserves 
were  low,  in  order  to  maintain  their  solvency.  If  commerce 
and  industry  are  rapidly  expanding  and  the  money  lawful  for 
reserve  is  not  increasing,  it  would  therefore  be  impossible 
under  his  system  to  increase  the  circulating  media  of  the 
country  sufficiently  to  maintain  a  stable  price  level.  His 
device  only  operates  to  check  inflation  when  the  legal  re¬ 
serves  are  excessive.  It  is  at  this  point  that  the  superiority 
of  Fisher’s  method  becomes  apparent ;  for  his  device  permits 
an  adjustment  of  the  circulating  media  to  the  needs  of  indus¬ 
try  and  commerce  regardless  of  whether  the  natural  trend  of 
prices  is  up  or  down.  It  may  be  charged,  however,  that 
Fisher’s  method  applies  the  brakes  too  slowly. 

Since  the  middle  of  1922  the  price  level  has  been  more  or 
less  stabilized  round  the  index  number  of  150  compared  to  the 
pre-war  base.  The  discount  policy  of  the  Federal  Reserve 
Banks  during  the  last  six  years  has  been  a  potent  factor  in 
bringing  .about  this  result.  In  Fig.  32  we  have  superimposed 
on  the  curve  of  wholesale  prices  the  curve  of  discount  rates 
for  the  New  York  Federal  Reserve  Bank.  The  high  discount 
rates  that  prevailed  in  1923  brought  falling  prices,  and  the 
rapid  reduction  of  rates  in  the  early  part  of  1924  resulted  in 
a  sharp  upswing  of  prices.  The  high  discount  rates  from 
November,  1925,  to  July,  1927,  brought  declining  prices,  and 
the  reduction  of  the  discount  rate  in  the  last  half  of  1927 
resulted  in  an  upward  movement  of  prices. 

The  effect  of  an  increase  or  a  decrease  in  the  rate  of  dis¬ 
count  is  in  part  psychological.  If  the  rate  of  discount  is 
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raised,  business  men  are  deterred  from  undertaking  new  build¬ 
ing  construction  and  dealers  are  reluctant  to  increase  or  even 
to  maintain  their  holdings  of  stocks  of  goods,  orders  are  cur¬ 
tailed,  bank  loans  are  reduced,  and  the  volume  of  monetary 
purchasing  power  declines.  On  the  other  hand,  when  the 
discount  rates  are  lowered,  optimism  is  engendered,  construc¬ 
tional  work  is  carried  forward,  new  enterprises  are  under¬ 
taken,  dealers  increase  their  stocks,  and  trade  is  stimulated. 
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Under  the  Federal  Reserve  system  it  is  possible  to  apply 
still  another  brake  to  inflationary  movements.  The  Federal 
Reserve  Banks  may  unload  their  holdings  of  securities  on  the 
open  market.  The  effect  of  such  sales  is  to  tighten  up  the 
money  market,  since  in  consequence  of  these  transactions 
funds  are  transferred  from  the  member  banks  to  the  Federal 
Reserve  Banks.  On  the  other  hand,  when  prices  are  falling 
the  purchase  of  securities  by  the  Federal  Reserve  Banks  trans¬ 
fers  funds  to  the  member  banks  and  to  the  community  at 
large.  The  member  banks  are  thus  enabled  to  lend  more 
freely,  purchasing  is  stimulated,  and  a  check  is  imposed  upon 
the  declining  volume  of  trade. 
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An  illustration  of  such  actions  is  found  in  1924,  when  the 
Federal  Reserve  Banks  increased  their  holdings  of  goverment 
securities  about  fivefold  from  February  to  November.  The 
effect  was  to  ease  up  the  money  market,  to  stimulate  bank 
loans,  and  to  raise  the  level  of  wholesale  prices.  The  extent 
of  the  rise  in  prices  may  be  noted  by  referring  to  Fig.  32. 
Similarly,  the  Federal  Reserve  Banks  purchased  a  large  vol¬ 
ume  of  government  securities  from  May,  1927,  to  the  close  of 
the  year,  and  this  action  was  followed  by  an  upswing  of  prices. 

Another  proposal  for  stabilization  would  require  all  govern¬ 
mental  units,  and  especially  the  Federal  government,  to  plan 
the  building  of  public  works  over  a  long  period  of  time  in  such 
a  manner  that  these  undertakings  could  be  pushed  forward 
vigorously  as  soon  as  a  decline  in  trade  begins  to  appear.  It 
is  especially  desirable  that  these  public  works  should  be 
financed  out  of  additional  bank  loans  so  that  the  monetary 
purchasing  power  of  the  community  may  be  increased. 

Value  of  Elimination  of  the  Business  Cycle.  Is  it  really  de¬ 
sirable  to  eliminate  the  business  cycle  ?  The  business  cycle  is  a 
dynamic  force  in  the  economic  order.  In  the  period  of  pros¬ 
perity  young  men  and  new  industries  have  a  favorable  chance 
to  establish  themselves.  The  prosperity  phase  of  the  cycle 
serves  as  a  ladder  enabling  new  aspirants  to  climb  into  the 
entrepreneurial  class.  Moreover,  the  depression  period  serves 
to  squeeze  out  the  inefficient  establishments  and  drives  busi¬ 
ness  men,  under  the  pressure  of  dire  necessity,  to  eliminate 
waste  and  improve  their  management  and  technique. 

There  are  certain  classes  that  make  a  living  from  specula¬ 
tion,  and  it  is  clear  that  the  fluctuations  of  the  business  cycle 
increase  the  possibilities  in  this  line  of  activity.  These  groups 
are  naturally  opposed  to  the  elimination  of  the  cycle.  But 
many  employers,  perhaps  most,  would  be  glad  to  eliminate 
the  uncertainties  and  worries  that  the  cycle  engenders.  They 
wish  to  make  their  income  from  the  production  of  goods,  not 
from  the  uncertainties  that  the  business  cycle  necessarily 
entails.  Moreover,  they  would  like  to  free  themselves  from  the 
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labor  unrest  which  springs  from  price  fluctuations,  from  wages 
lagging  behind  the  cost  of  living,  and  from  the  inevitable 
wage  reductions  that  accompany  price  declines.  From  the 
wage-earner’s  standpoint  the  business  cycle  is  a  serious 
menace,  since  it  is  the  most  fundamental  cause  of  unemploy¬ 
ment.  Witness  the  great  unemployment  in  1921-1922.  Espe¬ 
cially  do  the  unskilled  suffer,  since  they  are  the  first  to  be 
discharged.  Employers  are  not  likely  to  discharge  a  skilled 
man,  because  he  is  an  important  part  of  the  organization,  but 
laborers  can  readily  be  picked  up  at  any  time.  Nor  can  the 
unskilled  sustain  themselves  as  successfully  over  a  prolonged 
period  of  unemployment.  Their  wages  being  lower,  it  is 
harder  for  them  to  accumulate  sufficient  savings  to  tide  them 
over.  Nevertheless  past  experience  shows  that  even  the  un¬ 
skilled  save  a  surprising  proportion  of  the  earnings  received 
during  the  period  of  prosperity. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  "There  is  a  large  and  growing  school  of  economists  .  .  .  who 
regard  the  trade  cycle  as  essentially  a  monetary  phenomenon,  and  in 
consequence  expect  to  find  the  most  efficient  remedy  in  some  modi¬ 
fication  of  banking  and  currency  policy.”  —  Bellerby.  Do  you 
agree?  Why,  or  why  not? 

2.  "The  effective  causes  of  trade  fluctuations  must  be  looked  for 
in  the  sensitive  and  omnipresent  machinery  of  money  and  credit.”  — 
Hawtrey.  Argue  for  or  against  this  statement. 

3.  Suppose  a  larger  proportion  of  the  national  income  were  spent  in 
consumers’  goods  and  a  smaller  percentage  saved,  is  there  any  reason  to 
suppose  that  as  a  result  there  would  be  no  fluctuations  in  prices  ?  Sup¬ 
pose  now  such  fluctuations  occur.  Would  not  all  the  phenomena  of  the 
business  cycle  —  the  lag  of  costs  behind  selling  prices,  the  wide  margin 
of  profits,  the  piling  up  of  corporate  surpluses,  the  excessive  accumula¬ 
tion  of  stocks,  and  finally  the  break  in  prices  —  at  once  appear  ?  Is  it 
likely  then  that  the  business  cycle  could  be  eliminated  by  more  spend¬ 
ing  and  less  saving,  by  increasing  the  income  that  goes  to  the  consum¬ 
ing  masses,  and  reducing  the  incomes  that  go  to  the  saving  capitalists  ? 
Doubtless  there  are  good  grounds  for  desiring  a  more  equal  distribution 
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of  the  national  income  than  now  prevails,  but  it  is  very  doubtful  that 
such  a  program  would  help  to  reduce  the  severity  of  the  business  cycle. 

4.  "  In  the  depression  there  is  a  low  rate  of  interest,  and  this  has  a 
restorative  effect  upon  enterprise;  in  the  high  conjuncture  there  is  a 
high  rate  of  interest,  and  this  acts  as  a  brake.”  —  Cassel 

5.  It  should  not  be  concluded  that  a  country  can  indefinitely  pro¬ 
long  prosperity  by  the  simple  process  of  continuously  inflating  its 
currency.  Such  a  procedure  may,  it  is  true,  prolong  the  period  of 
prosperity  for  several  years.  For  example,  during  the  years  from  1920 
to  the  middle  of  1923,  while  other  European  countries  were  passing 
through  a  period  of  great  depression  and  unemployment,  Germany, 
with  its  constantly  inflating  currency  and  rising  price  level,  showed 
many  of  the  earmarks  of  prosperity,  despite  the  political  stress  and 
turmoil  of  the  period.  Factories  were  running  at  relatively  full  ca¬ 
pacity  and  wage-earners  were  fully  employed.  However,  the  rapid  rise 
in  prices  placed  a  severe  obstacle  in  the  path  of  trade  both  internal  and 
external,  for  no  one  knew  what  the  monetary  unit  was  worth  from  one 
hour  to  the  next.  Moreover,  the  sky-rocketing  of  prices  so  profoundly 
disarranged  the  distribution  of  wealth  and  income  that  industry  found 
it  virtually  impossible  to  adjust  its  productive  processes  to  the  chang¬ 
ing  currents  of  purchases.  The  maladjustments  created  by  the  fearful 
upheaval  in  prices  became  so  pronounced  that  the  final  collapse,  which 
came  during  the  latter  half  of  1923,  was  inevitable. 


* 


BOOK  IV.  THE  DISTRIBUTION  OF 
WEALTH  AND  INCOME 


PART  I.  FUNCTIONAL  DISTRIBUTION 

CHAPTER  XXIV 

WAGES 

The  Meaning  of  Distribution.  With  this  chapter  we  begin  a 
new  division  of  the  study  of  economics.  In  the  preceding 
books  we  have  examined  the  principles  that  control  produc¬ 
tion,  the  pricing  of  particular  goods,  the  value  of  money  and 
the  general  level  of  prices,  and  the  fluctuations  in  industry. 
Now  we  turn  to  the  study  of  the  distribution  of  wealth  and 
income. 

The  term  ''distribution”  means  the  sharing  of  wealth  and 
income  among  the  people  of  the  community.  It  does  not  mean 
(as  it  often  does  in  common  usage)  the  physical  distributing 
of  products  from  the  places  where  they  are  manufactured  or 
grown  to  dealers  or  consumers.  In  this  and  the  succeeding 
chapters  we  shall  be  concerned  with  the  forces  that  determine 
how  the  wealth  and  income  of  the  country  are  shared  among 
the  people  of  the  country. 

A  moment’s  reflection  leads  us  to  conclude  that  whether 
wealth  is  equally  or  unequally  distributed  depends  in  part  on 
whether  income  has  been  equally  or  unequally  shared  among 
the  people.  For  although  one  may  acquire  great  wealth  by 
inheritance,  the  original  accumulator  must  have  enjoyed  a 
large  income.  Of  course  wealth  gives  rise  to  income,  and  the 
process  of  amassing  wealth  is  cumulative :  having  an  income 
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somewhat  above  the  average,  a  thrifty  person  may  accumu¬ 
late  wealth,  and  the  possession  of  this  wealth  brings  him  a 
still  larger  income.  But  the  fact  still  remains  that  inequalities 
in  wealth  are  dependent  on  inequalities  of  income.  It  is 
logical,  therefore,  to  treat  of  the  distribution  of  income  before 
that  of  wealth.  The  distribution  of  the  total  national  income 
among  individuals  or  among  different  groups  of  individuals  is 
called  the  personal  distribution  of  income.  But  with  certain 
exceptions,  most  persons  receive  their  incomes  from  the  con¬ 
trol  of  one  or  more  of  the  four  factors  of  production.  And 
whether  any  individual  receives  a  large  or  a  small  income 
depends  in  part  on  how  much  wealth  he  owns.  It  also  depends 
on  the  amount  of  income  that  is  allotted  to  the  factors  of  pro¬ 
duction  which  he  controls.  If  the  returns  to  land  are  high,  for 
example,  landlords  will  receive  large  incomes;  if  wages  are 
high,  laborers  will  have  large  incomes  and  probably  a  large 
share  in  the  total  national  income.  Therefore  the  personal 
distribution  of  incomes  denends  on  m  the  distribution-  of 

wealth  and  (2)  the  absolute  and  relative  amounts  of  income 

received  by  each  of  the  four  factors  of  production.  It  is  neces¬ 
sary  to  understand  the  principles  that  govern  the  shares  of 
the  four  factors  before  we  can  discuss  with  understanding  the 
personal  distribution  of  incomes.  That  phase  of  the  theory 
of  distribution  which  deals  with  these  principles  is  called 
functional  distribution. 

The  Importance  of  Distribution.  The  personal  distribution  of 
wealth  and  income  is  of  the  greatest  importance  in  modern 
society.  Many  writers  following  David  Ricardo  have  asserted 
that  distribution  is  the  principal  problem  of  economics.  Al¬ 
though  this  opinion  may  not  be  held  universally,  there  is 
general  admission  of  the  vital  relationship  between  the  exist¬ 
ing  inequalities  of  wealth  and  income  and  many  of  the  most 
difficult  and  important  controversies  in  economic  and  political 
affairs.  A  few  of  these  relationships  may  be  mentioned  to  show 
concretely  the  bearing  of  inequalities  in  distribution  on  some 
of  these  problems. 
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The  control  of  industry  is  largely  in  the  hands  of  those  who 
own  the  land  and  capital  used  in  production.  The  dominance 
of  the  property -owners  is  not,  of  course,  complete.  They  are 
and  always  have  been  subject  to  governmental  regulation,  to 
influence  by  other  forms  of  social  control,  and  to  limitation 
by  the  opposing  forces  of  labor  organizations,  especially  during 
the  past  century.  But  when  all  allowance  has  been  made  for 
other  sources  of  control,  it  is  yet  correct  to  say  that  the  owners 
of  property  dominate  our  economic  life.  In  a  democracy  this 
situation  gives  rise  to  many  political  struggles.  Having  the 
power  to  control  economic  affairs,  the  owners  of  property 
seek  to  secure  their  position  by  dominating  the  government  in 
matters  touching  property  rights  and  property  incomes,  and 
the  unpropertied  classes  reply  by  seeking  to  dominate  it  for  the 
benefit  of  labor.  There  would  still  be  a  great  deal  of  struggle 
between  economic  groups  if  wealth  and  incomes  were  equally 
distributed,  but  inequality  intensifies  it. 

The  problem  of  distribution  has  several  bearings  on  the 
production  of  wealth.  It  is  urged  by  many  writers  that  a 
larger  income  for  the  laboring  classes  would  result  in  greatly 
increased  labor  productivity.  But  the  means  of  accomplish¬ 
ing  the  increase  in  labor  income  are  difficult  to  discover.  By 
some  it  is  supposed  that  present  inequality  of  distribution 
might  easily  be  remedied  by  legislation.  They  assert  that 
the  possession  of  large  amounts  of  wealth  by  the  rich  is  the 
result  of  either  present  or  past  unequal  opportunities  for 
acquiring  wealth ;  that  if  the  special  opportunities  or  privileges 
wKich  arenow  the  perquisites  of  a  few  were  destroyed,  the 
poorer  classes  would  receive  larger  incomes  and  so  could  afford 
more  efficient  standards  of  consumption.  At  the  opposite 
extreme  are  those  who  assert  that  inequalities  of  distribution 
are  caused  by  inequalities  in  the  natural  abilities  of  the 
population-  and  they  therefore  Teny  the  possibility  of  reduc- 
ing  inequality  in  distribution  by  legislation  directed  toward 
changes  in  the  legal  regulations  governing  economic  life. 

The  principles  of  distribution  are  involved  in  many  other 
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problems  and  questions  constantly  before  Congress,  the  state 
legislatures,  and  local  authorities.  The  protective  tariff  has 
been  held  by  its  defenders  to  be  the  bulwark  which  protects 
American  labor  from  the  competition  of  the  pauper  labor  of 
other  countries.  It  is  said  either  to  cause  our  relatively  higher 
wage  level  or  to  prevent  its  reduction.  Other  people  assert 
that  the  recent  restrictions  on  immigration  are  the  first  legis¬ 
lative  acts  which  have  actually  protected  American  laborers 
from  the  competition  of  foreign  laborers. 

In  the  realm  of  private  business  a  knowledge  of  the  prin¬ 
ciples  of  distribution  is  also  significant.  The  managers  of 
public  utilities  and  of  other  enterprises  using  large  amounts 
of  durable  capital  are  constantly  confronted  with  the  question 
whether  it  is  better  to  use  labor  or  machinery  to  perform  cer¬ 
tain  kinds  of  work.  If  wages  are  to  rise  in  the  future,  some 
substitution  of  machinery  for  labor  must  take  place ;  if  they 
are  not  to  rise,  a  heavy  investment  in  such  capital  goods  may 
prove  unprofitable.  A  corporation  which  has  a  large  bonded 
debt  must  often  decide  whether  interest  rates  are  likely  to 
rise  or  fall  in  the  future.  If  they  are  to  rise,  then  it  will  be 
good  policy,  other  things  being  equal,  to  issue  long-time  bonds ; 
if  they  are  to  fall,  it  will  be  better  to  issue  short-term  obliga¬ 
tions  and  refund  when  loans  can  be  secured  at  lower  rates. 

The  Earnings  of  Labor.  The  functional  share  in  distribution 
received  by  human  beings  in  return  for  their  services  is  wages. 
The  workman  who  is  employed  by  another  person  receives  a 
definite  contractual  sum  which  no  one  would  fail  to  recognize 
by  that  name.  The  same  is  true  of  the  earnings  of  all  salaried 
employees.  But  it  is  not  customary  to  speak  of  the  "wages” 
of  self-employed  artisans,  business  men,  and  professional 
workers.  Yet  there  is  no  fundamental  difference  between  the 
contractual  wage  received  by  the  common  laborer  in  a  factory 
and  the  fee  of  a  physician,  an  architect,  or  a  lawyer.  All  are 
paymppt,s  for.li.ii.man  sprvice. 

In  many  cases,  however,  there  is  great  practical  difficulty  in 
distinguishing  the  earnings  of  labor  from  the  receipts  from 
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other  sources.  A  small  storekeeper,  a  contractor,  or  a  farmer 
always  owns  and  employs  some  capital,  and  the  last  is  fre¬ 
quently  his  own  landlord.  In  all  three  cases  the  net  income 
which  the  individual  receives  from  his  enterprise  is  a  mixture 
of  wages  and  capital  return  and,  in  some  instances,  rent  and 
profits.  In  larger  businesses  the  separation  between  the  earn¬ 
ings  of  the  entrepreneur  as  a  laborer  and  his  receipts  from 
property  is  not  so  difficult.  This  is  partly  due  to  better  ac¬ 
counting  and  partly  to  the  fact  that  more  than  one  person  is 
likely  to  have  an  equity  in  the  capital  of  the  business,- and  as  a 
result  the  managing  entrepreneur  will  receive  a  stipulated 
salary  in  addition  to  whatever  returns  he  may  get  as  part 
owner  of  the  business. 

Wages  the  Price  of  Labor.  Labor  receives  a  payment  for  serv¬ 
ices^  just  as  the  seller  of  any  commodity  receives~a  price  for 
the  things  he  offers  to  buyers.  In  some  instances  the  service  is 
purchased  directly  by  the  consumer,  and  the  wage  in  that  case 
is  determined  according  to  the  principles  of  value  explained  in 
Chapters  VII-IX.  When  the  supply  of  domestic  servants  is 
very  large  their  wages  fall,  the  demand  for  them  remaining  the 
same;  if  the  demand  increases,  their  wages  rise.  The  same 
statement  applies  to  all  the  professions.  The  principle  of  de¬ 
mand  and  supply  controls  the  earnings. 

There  are,  however,  considerable  differences  between  wages 
and  other  prices.  If  a  merchant  cannot  sell  his  goods  at  the 
price  he  has  set  on  them,  he  is  likely  to  mark  them  down ;  but 
if  a  laborer  cannot  get  what  he  thinks  is  a  proper  wage  or  fee,  ^ 
he  may  remain  idle  for  a  long  time  rather  than  accept  work  at 
a  lower  price.  Moreover,  although  it  is  a  daily  occurrence  for 
buyers  to  offer  a  lower  price  for  a  good  than  the  seller  asks  — 
either  because  they  expect  to  bargain  a  little  or  because  they 
do  not  think  the  good  is  worth  what  the  seller  asks  —  there  y 
is  less  tendency  for  the  buyers  of  direct  labor  services  to  at¬ 
tempt  to  bargain  with  the  seller.  If  one  thinks  a  physician’s 
charges  are  too  high,  he  usually  seeks  out  another  whose  rates 
are  lower.  When  labor  is  employed  by  large  firms,  the  em- 
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ployer  sets  a  wage  and  the  workers  either  accept  it  or  look 
elsewhere  for  work ;  or  if  they  do  decide  to  bargain  they  will 
tfin  a  majority  of  cases  do  so  collectively  through  a  laborers’ 
organization. 

Another  difference  between  commodity  prices  and  labor 
prices  is  the  relative  effect  of  custom.  The  prices  of  many 
sorts  of  goods  respond  slowly  to  changes  in  demand  and  supply 
because  of  the  fact  that  when  a  certain  price  has  been  paid  for 
some  time,  neither  buyers  nor  sellers  readily  think  of  offering  or 
asking  anything  different.  But  in  the  case  of  wages  this  tend¬ 
ency  is  much  more  marked.  No  doubt  the  tendency  is  due  in 
i  part  to  an  ethical  notion  on  the  part  of  both  employers  and 
*  workers  that  the  latter  are  entitled  to  the  wage  they  have  re¬ 
ceived  in  the  past  because  it  is  presumably  a  just  and  proper 
wage. 

But  in  spite  of  all  differences  wages  are  still  the  prices  paid 
for  labor,  and,  like  other  prices,  they  must  be  explained  in 
terms  of  demand  and  supply.  The  wages  of  those  who  render 
direct  services  are  determined,  as  has  been  said,  by  the  number 
of  workers  offering  their  work  and  by  the  demand  pdrpQ_nf 
the  bnwers  and  the  HfmanH  prirar.  bnyQrr  arc  deter 

mined  according  to  the.prinripler  r>f  ™?rginnl  utility  But  in 
the  case  of  workers  who  are  demanded  along  with  various 
kinds  of  capital,  land,  and  entrepreneurship  to  make  a  com¬ 
mon  product  the  determination  of  demand  is  more  compli¬ 
cated.  It  is  a  relatively  easy  matter  for  one  to  decide  whether 
he  wishes  to  employ  an  expert  to  repair  his  motor  car  at  a 
dollar  and  a  half  an  hour :  he  has  only  to  consult  his  own  satis¬ 
faction  and  his  own  means  to  find  out  whether  the  results  will 
justify  that  expenditure ;  but  it  is  far  from  simple  for  the 
manager  of  a  plant  to  determine  whether  a  given  class  of 
workers  is  worth  thirty  dollars  a  week.  Their  product  is  not 
easily  isolated,  as  is  the  product  of  the  expert  mechanic.  The 
remainder  of  this  chapter  will  be  principally  concerned  with 
the  explanation  of  the  demand  for  labor  which  does  not  work 
independently,  which  has  no  separate  product,  but  is  one  of 
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several  agents  employed  by  entrepreneurs  to  work  together  to 
produce  a  common  product. 

The  Marginal  Productivity  of  Labor.  The  typical  employer’s 
demand  for  labor  depends  upon  the  marginal  productivity  of 
labor.  The  laborer  works  with  capital  and  land  under  the 
direction  of  the  entrepreneur-employer.  Now  the  employer 
produces  goods  to  sell,  and  he  tries  to  produce  them  as  cheaply 
as  possible.  To  do  this  he  is  constantly  on  the  watch  for 
methods  of  reducing  his  costs.  One  method  of  c^rt  rcdnetren 
is  to  substitute  cheaper  a  vents  of  production  for  those  that  are 
more  expensive.  And  in  general  he  will  select  that  combina-  '*** 
tion  of  the  agents  of  production  which  will  bring  his  product 
to  market  at  the  lowest  average  unit  cost.  If  wages  are  rela¬ 
tively  low  while  capital  costs  are  high,  he  will  substitute  labor 
for  capital  and  increase  his  employment  of  workers ;  if,  on  the 
other  hand,  wages  are  high,  he  will  try  to  put  machines  in  the 
place  of  human  hands  and  employ  fewer  workers. 

We  may  suppose  that  the  employer  begins  by  adding  labor 
to  a  given  amount  of  capital  and  land.  As  he  adds  unit  after 
unit  of  labor  the  total  returns  from  the  factors  will  increase. 

At  first,  if  the  amount  of  capital  and  land  is  very  great,  the 
percentage  increase  in  the  total  returns  will  be  greater  than 
the  percentage  increase  in  the  number  of  labor  units  employed ; 
that  is,  an  increase  of  10  per  cent  in  the  number  of  laborers 
will  be  accompanied  by  an  increase  of  more  than  10  per  cent 
in  the  product.  But  long  before  the  combination  approaches 
the  point  of  lowest  unit  cost  the  added  product  resulting  from 
another  laborer  will  have  begun  to  decline.  With  wages  at  a 
given  figure,  the  employer  will  add  labor  until  the  last  unit 
just  pays  for  itself.  By  the  phrase  "just  pays  for  itself,"  we 
mean  that  the  added  product  from  the  last  unit  of  labor  will 
sell  in  the  market  for  just  enough  to  pay  the  wage  required  to 
obtain  that  laborer’s  services.  Here  we  may  revert  to  the 
table  on  page  68  and  the  accompanying  diagram.  Labor  as 
the  variable  factor  will  be  increased  to  the  point  where  the 
marginal  cost  of  the  product  equals  the  selling  price. 
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If  we  pass  from  the  demand  of  a  single  employer  to  the  de= 
mand  of  all  the  employers  in  society,  the  same  explanation 
will  hold.  All  employers  will  add  labor  up  to  the  point  where 
the  last  additional  laborer  adds  only  enough  to  compensate 
them  for  his  wages ;  further  than  this  they  will  not  go.  If  alL 
tfte  workers  wlio-want  jobs- are  not  taken .x^wj^n-^l^s-Qcant 
has  been  reached,  there  must  be  unemployment.  Those  who 
have  no  work  will  compete  with  thngp  whn.havp  and  "wageT 
will  tend  to .  faJ.lx_.Thp  pri  re  of,  labor  .  to~ga-<Tmiri 

until  all  the  workers  can  be  employed.1  But,  as  we  have  seen, 
this  point  will  be  reached  when  the  marginal  workers  through¬ 
out  industry  add  just  enough  to  the  common  product  of  labor, 
land,  capital,  and  entrepreneurship  to  warrant  their  employ¬ 
ment  at  the  going  wage. 

p  To  complete  the  explanation  we  may  assume  that  when  the 
last  available  worker  has  been  employed  the  wage  paid  him 
is  less  than  the  added  product  which  accompanies  his  accession 
to  the  combination ;  that  is,  he  and  all  other  laborers  are  paid 
less  than  their  marginal  product.  Under  this  condition  the 
employers  would  individually  fall  short  of  the  highest-profit 
combination ;  hence  any  one  of  them  could  increase  the  gains 
from  his  fixed  factors  of  production  if  he  raised  wages  a  little 
and  by  this  means  added  to  his  labor  force.  But  this  is  a  re¬ 
source  open  to  all  employers,  and  all  would  use  it.  Competition 
would  therefore  force  wages  up  to  the  point  where  the  last 
unit  of  labor  received  a  wage  equal  to  labor’s  marginal  product. 

In  Fig.  33  the  productivity  of  labor  is  represented  by  the 
curve  AC.  On  the  axis  OX  are  measured  the  units  of  labor 
which  are  combined  with  the  total  amount  of  land,  capital, 
and  entrepreneurship  in  the  nation.  If  ON  units  of  labor  are 
applied  to  the  land,  capital,  and  entrepreneurship  in  indus¬ 
try,  the  product  of  the  marginal  unit  of  labor  will  be  NP. 
And  since  the  units  are  interchangeable,  every  other  unit  of 
labor  has  the  same  marginal  product.  Each  produces  NP  and 

1  For  considerable  periods  of  time  workers  may  resist  wage  reductions  even 
though  unemployment  prevails. 
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each  receives  as  its  share,  or  wage,  the  money  equivalent  of 
NP.  If  the  number  of  labor  units  increases  to  ON',  the  mar¬ 
ginal  product  of  labor  will  decline  to  N'P',  and  wages  will 
become  the  value  equivalent  of  that  product ;  if,  on  the  other 
hand,  the  number  of  labor  units  falls  to  something  less  than 
ON,  the  marginal  product  will  rise,  and  wages  will  be  increased 
by  a  corresponding  amount. 

This  statement  of  the  general  theory  of  wages  necessarily 
makes  certain  assumptions.  It  deals,  in  the  first  place,  with 
"Tabor  units”  and  not  with  in¬ 
dividual  human  beings  as  such. 

If  one  man  can  do  twice  as  much 
physical  work  in  a  day  as  an¬ 
other  man,  he  is  obviously  put¬ 
ting  forth  twice  as  many  "labor 
units"  as  the  other.  It  is  labor 
units,  of  course,  that  give  rise  to 
product,  and  it  is  the  marginal 
labor  unit  that  creates  the  mar¬ 
ginal  product  of  labor.  This  dis¬ 
tinction  between  laborers  and  the 
work,  or  labor  units,  they  put 
forth  is  of  importance  for  more 
than  logical  precision.  Laborers,  as  we  know,  vary  consider¬ 
ably  in  their  ability  to  do  the  same  sort  of  work  and  also  in 
their  ability  to  do  different  sorts  of  work.  Herein  lies  one  of 
the  chief  reasons  for  individual  as  well  as  regional  differences 
in  wages. 

In  the  foregoing  explanation  of  the  determination  of  wages 
we  have  also  assumed  free  competition.  We  have  supposed 
that  workers  compete  with  workers,  that  employers  compete 
with  employers.  Trade  unions  have  been  assumed  to  be 
absent,  and  understandings  among  empToyeTsThave  been  left 
out  of  the  nict.ure._Rut  even  if  we  remove  these  assumptions 
the  marginal  analysis  will  not  be  overthrown.  Results  will, 
however,  be  different  from  what  they  are  under  competitive 
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distribution.  If  trade  unions  limit  the  supply  of  workers  in  an 
employment,  they  may  be  able  to  force  wages  above  the  mar¬ 
ginal  productivity  of  the  normal  supply  of  labor  within  the 
industry.  But  they  cannot  hold  them  at  this  level  unless  the 
marginal  productivity  of  labor  has  also  been  driven  up  through 
the  limitation  of  the  supply  of  labor.  If  they  exclude  laborers 
who  might  desire  to  enter  the  industry  and  who  would  find 
employment  there  if  no  union  existed,  then,  by  their  restrictive 
organization,  they  increase  the  supply  of  workers  in  employ¬ 
ments  outside  the  union.  And  wages  will  be  lower  in  those 
outside  employments  than  they  would  be  if  no  union  existed. 

We  have  also  assumed  a  perfect  market.  Laborers  are  sup¬ 
posed  to  know  where  they  can  sell  their  services  to  the  best 
advantage ;  they  are  supposed  to  be  free  to  move  from  place 
to  place,  from  trade  to  trade,  and  from  job  to  job.  If  they 
do  not  have  this  freedom  (as  in  many  cases  they  do  not), 
then  we  shall  find  that  laborers  are  too  numerous  in  some 
places,  trades,  and  jobs  and  too  few  in  others.  As  a  result  the 
marginal  productivity  of  workers  of  equal  efficiency  will  be 
unlike  and  wages  will  be  unequal.  But  in  every  case  wages 
will  approximate  the  productivity  of  the  people  employed. 

It  is  sometimes  said  that  an  entrepreneur  cannot  discover 
what  a  laborer  is  worth  to  him,  and  that  he  knows  only  that 
he  must  pay  the  going  wage ;  if  his  costs  exceed  the  selling 
price  he  will  fail  in  business  and  if  they  are  less  he  will  make  a 
profit.  The  complete  answer  to  this  objection  must  be  de¬ 
ferred  in  part  to  the  next  section ;  here  we  need  only  to  point 
out  that  the  entrepreneur  must  discover  whether  an  additional 
laborer  is  worth  his  wage.  To  assert  that  he  cannot  discover 
when  he  has  too  much  or  too  little  labor  leads  to  the  absurd 
conclusion  that  any  number  of  laborers  might  be  employed 
with  any  amount  of  capital  and  land.  It  may  be  readily  con¬ 
ceded  that  the  adjustment  of  labor  at  the  margin  is  inexact ; 
only  in  pure  theory  are  adjustments  of  any  sort  precise.  Yet 
the  inexactness  of  the  entrepreneur’s  measurements  is  no 
reason  for  denying  the  operation  of  the  general  principle. 
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The  device  by  which  he  discovers  the  productivity  of  labor 
is  the  common  one  of  adding  or  subtracting  a  little  labor  and 
then  noting  the  result.  If  the  addition  of  this  small  amount 
of  labor  is  accompanied  by  an  increase  in  the  product  which 
is  as  great  as  the  wage  bill,  then  the  laborer  is  worth  hiring ; 
if  the  increase  is  greater  than  the  wage  paid,  then  still  more 
labor  should  be  employed. 

The  Principle  of  Substitution.  The  entrepreneur  does  not,  of 
course,  carry  on  the  experiment  precisely  as  we  have  described 
it.  In  the  first  place,  he  may  not  regard  labor  in  general  as  a 
factor  of  production.  He  may  think  in  terms  of  different  vradpg 
of  labor  and  regard  each  grade  as  a  separate  agent  of  produc¬ 
tion.  Instead  of  subtracting  or  adding  labor  to  a  fixed  quantity 
of  capital,  he  may  add  one  grade  of  labor  to  a  given  quantity  of 
capital  and  other  labor.  Moreover,  he  will  probably  contrast 
the  DrofitahlenPS&iaf  adding  more  labor  ^inth-tffre^rnfitahlene^g 
0L-buyiflg-3-  machiner  which  amounts  to  combining  more 
capital  with  the  same  amount  of  labor.  If  he.  finds  that  it-Ta, 
more  profitable  to  .add  a  machine  instead  of  a  number  of 
laborers,  then  he  win  ^t-P  additional  labor ;  but  it  would 
not  have  been  possible  to  add  the  machine  and  still  improve 
the  combination  unless  he  had  had  too  much  labor  for  his 
capital  equipment  before  the  machine  was  purchased.  In 
other  words,  at  the  rate  of  wages  prevailing  the  marginal 
product  of  labor  was  below  the  wage.  By  substituting  capital 

for  lahnr  tfip  entrepreneur  raises  the  marginal  product  nf  lahnr 

Entrepreneurs  are  constantly  engaged  in  substituting  the 
agents  of  production  for  each  other :  putting  more  land  with 
the  same  amount  of  labor  or  putting  more  labor  with  the  same 
amount  of  land ;  putting  more  capital  with  the  same  amount 
of  labor  or  putting  more  labor  with  the  same  amount  of  capital. 
And  any  entrepreneur  tries  to  employ  labor  up  to  the  point 
where  its  marginal  productivity  and  the  wage  he  must  pay 
are  in  agreement. 

Substitution  such  as  we  have  been  considering  has  certain 
limitations.  The  capital  equipment  in  an  established  factory 
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may  not  be  susceptible  of  much  modification.  Machines  are 
constructed  to  be  run  by  a  certain  number  of  men,  and  the 
entire  layout  of  the  plant  may  be  such  that  additional  laborers 
can  be  accommodated  only  within  limits.  The  same  limita¬ 
tion  applies  to  the  combination  of  new  machines  with  old 
equipment.  But  a  much  wider  range  of  substitution  is  pos¬ 
sible  in  new  factories.  Here  the  machinery  and  the  layout  of 
the  plant  may  be  designed  to  economize  the  use  of  labor,  as 
compared  with  old  plants,  or  to  economize  the  use  of  capital 
equipment.  If  new  plants  can  make  better  combinations  of 
the  factors  of  production  than  can  be  made  by  adjustments 
within  old  plants,  then  the  tendency  will  be  in  the  direction 
of  the  abandonment  of  old  plants. 

If  only  a  few  entrepreneurs  were  engaged  in  the  experiment 
of  finding  out  what  is  the  best  combination  of  the  factors,  and 
if  experimentation  and  substitution  were  unknown  throughout 
the  rest  of  industry,  then  we  should  be  forced  to  admit  that 
in  these  few  plants  the  going  rate  of  wages  determined  how 
many  laborers  it  would  be  profitable  to  employ  with  a  given 
quantity  of  land  and  capital.  And  since  the  marginal  produc¬ 
tivity  of  labor  depends  (its  efficiency  being  given)  on  the  num¬ 
ber  of  units  employed,  it  would  be  necessary  to  admit  that 
the  rate  of  wages  determined  the  marginal  productivity  of 
labor.  And  this  is  substantially  true  for  any  single  plant. 
The  employer  cannot  appreciably  affect  the  rate  of  wages  by 
discharging  men  or  by  hiring  more.  The  number  he  will  com¬ 
bine  with  his  capital  depends  in  part  on  the  rate  of  wages ; 
but,  for  industry  at  large,  wages  do  not  determine  marginal 
productivity.  Laborers  must  work  to  live,  and,  barring  un¬ 
employment  caused  by  maladjustments,  sickness,  and  strikes, 
the  entire  labor  force  tends  to  be  taken  into  industry.  The 
total  supply  does  not  depend  on  the  wages  paid  (at  least  not 
directly),  and  so  the  marginal  productivity  of  labor  does  not 
depend  on  the  wages  paid. 

To  prove  this  statement  let  us  suppose  that  entrepreneurs 
*  generally  find  that  unit  costs  can  be  reduced  by  substituting 
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machines  for  labor.  Many  laborers  will  find  themselves  with¬ 
out  jobs.  Wages  will  then  tend  to  fall  until  all  capable,  willing 
workers  are  employed.  An  equilibrium  will  be  reached  when 
wages  have  been  forced  down  to  the  point  where  labor’s  mar¬ 
ginal  product  is  equal  to  its  wage.  One  may,  however,  ask 
whether  it  would  be  possible  to  substitute  capital  for  labor 
even  after  this  point  had  been  reached.  Might  not  a  machine 
costing  $100  turn  out  work  worth  $110  while  labor  costing 
$100  turned  out  only  a  $100  product?  If  this  were  the  fact, 
the  makers  of  the  machine  would  quickly  discover  it  and  raise 
the  price  of  the  machine  to  $110.  Or  if  the  price  could  not  be 
increased,  more  machines  would  be  employed,  their  marginal 
productivity  would  fall,  laborers  would  be  discharged,  and 
their  wages  would  fall  until  a  machine  costing  $100  turned 
out  a  $100  product  while  labor  costing,  say,  $95,  turned  out 
a  $95  product.  It  is  evident,  of  course,  that  some  labor  would 
be  required  to  produce  the  machine. 

The  Supply  of  Labor.  The  number  of  laborers  is  one  nf  the  , 
conditions  determining  labor's  rrwg^1  productivity:;  the 
others  are  (1)  thp  amnnntg  of  thp  nthpr  factors  available  for 
use  with  labor  and  (2)  the  ability  aud-jcap^i-tv^-th^«4^em.  3 
Here  we  are  concerned  only  with  the  supply  of  labor. 

The  supply  of  lahnr.  like  that  of  every  other  factor  of  pro¬ 
duction  except  land,  respond  ^  tn.J-hp  demand  for  it.  If  the 
demand  for  machines  increases,  more  will  be  produced  ;  if  the 
demand  for  savings  (new  capital)  grows,  the  amount  of  savings 
will  be  augmented ;  so,  too,  with  labor.  But  the  response  is 
not  the  same  as  it  is  in  the  case  of  the  machines :  the  machines 
will  be  increased  until  their  marginal  cost  of  production  equals 
the  gains  that  marginal  entrepreneurs  can  derive  from  them. 
Applying  the  same  reasoning  to  the  supply  of  labor,  we  should 
conclude  that  any  increase  in  wages  would  result  in  a  further 
growth  of  population  to  the  point  where  wages  just  covered 
the  cost  of  rearing  and  training  new  laborers.  This  was  essen¬ 
tially  the  position  taken  by  Malthus  and  his  early  followers, 
who  proposed  the  subsistence  theory  of  wages. 
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Stripped  of  its  historical  setting  and  of  its  connotations  in 
relation  to  problems  other  than  wages,  the  argument  of 
Malthus  ran  as  follows :  the  biological  possibilities  of  growth 
in  population  are  such  that  in  a  very  short  time  any  given 
population  is  capable  of  doubling  its  numbers.  In  new  coun¬ 
tries,  where  this  maximum  is  most  nearly  approximated, 
populations  have  been  known  to  increase  100  per  cent  in 
twenty-five  years.  Because  of  the  sex  instinct  the  population 
tends  to  increase  at  this  rate.  That  it  does  not  always  do  so  is 
partly  due  to  certain  noneconomic  checks,  such  as  war  and 
disease ;  but  the  principal  reason,  according  to  the  Malthu¬ 
sian  theory  of  population,  is  the  lack  of  subsistence  (that  is, 
real  wages).  When  wages  increase  we  may  expect  population 
also  to  increase  until  wages  fall  again  to  the  point  where  they 
are  just  sufficient  to  maintain  a  stationary  number  of  people. 

If  the  argument  had  stopped  at  this  point,  it  would  have 
stated  a  cost-of-production  theory  of  wages.  It  was  noted, 
however,  that  among  certain  classes  the  desire  of  parents  to 
give  their  children  a  good  start  in  life  and  their  fear  of  being 
unable  to  maintain  their  own  standard  of  living  sometimes 
limited  the  size  of  families.  Yet  in  spite  of  this  exception  the 
reasoning  led  to  the  conclusion  that  the  cost  of  qnhgigtpnrA 

governed  the  supply  of  labor  and  therefore  waves.  Since  the 
time  of  Malthus  the  theory  of  population  has  been  modified 
chiefly  by  placing  greater  emphasis  on  the  voluntary  control^ 
of. the  birth  rate^and  on  the  effect  of  the  noneconomic  factors 
that  determine  it.  Among  the  nations  of  the  Far  East  it  is 
perhaps  true,  even  at  the  present  time,  that  population  keeps 
close  to  the  maximum  permitted  by  the  requirements  for 
subsistence  ;  on  the  other  hand,  among  the  peoples  of  western 
Europe  and  among  their  descendants  in  other  parts  of  the 
earth  other  checks  than  want  of  subsistence  are  at  work  to 


^limit  numbers. 

C  I*  *  *  First  among  these  checks  is  the_desire  of  parents  to  secure 
*  p'K  for,  their  children  a  better  economic  position  than  they  them¬ 
selves  enjoy.  To  accomplish  this  objective  children  must 
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be  better  cared  for  in  infancy  so  that  they  will  enter  the 
strenuous  years  of  life  with  better  physiques ;  they  must  be 
educated,  and  they  must  be  equipped  either  with  capital  or 
with  special  training  for  a  trade  or  a  profession.  But  all  these 
advantages  cost  money,  and  consequently  size  of  the  family 
tends  to  decline. 

In  the  second  place,  change  in  social  ideals  has  made  it 
possible  for  many  women  to  pursue  well-paid  trades  and  pro¬ 
fessions.  They  are  thus  able  to  secure  a  comfortable  income 
and  a  satisfactory  social  position  without  marrying.  The  num¬ 
ber  remaining  unmarried  through  life  has  not  as  yet  increased 
to  very  large  proportions;  but  the  age  at  marriage  has  in¬ 
creased,  and  consequently  the  number  of  children  that  can 
result  from  each  marriage  has  declined. 

A  third  factor  affecting  the  birth  rate  is  the  standard  of 
consumption.  Coincident  with  rising  incomes  has  come  the 
demand  for  more  and  more  luxuries ;  and  this  rise  in  the  level 
of  expenditures,  it  is  supposed,  has  also  caused  postponement 
of  marriage  and  limitation  of  families. 

As  yet  these  conditions  have  proved  most  effective  in  limit¬ 
ing  the  birth  rate  among  the  middle  and  upper  classes,  but  they 
are  becoming  more  and  more  effective  among  the  lower-income 
groups.  Nevertheless  there  is  still  much  truth  in  the  Malthu¬ 
sian  doctrine  that  the  supply  of  labor  varies  with  the  demand 
for  it.  It  increases  when  improvements  and  discoveries  make 
living  conditions  easier,  and  one  of  the  results  of  the  industrial 
progress  of  the  nineteenth  century  has  been  a  great  increase 
in  the  population  of  all  the  countries  of  western  Europe  and 
of  the  two  Americas. 

Fig.  34  shows  the  growth  of  population  in  England  and 
Wales,  France,  and  the  United  States,  from  1800  to  the 
present  time.  The  use  of  the  logarithmic  scale  enables  us  to 
see  at  a  glance  the  rate  at  which  population  accumulated  in 
the  three  countries.  The  greatest  rapidity  of  growth  has  been 
shown  by  the  United  States,  and  the  least  by  France.  Yet 
at  the  beginning  of  the  nineteenth  century  even  France  showed 
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the  same  tendencies  toward  increasing  population  as  are  found 
in  England  and  the  United  States.  Probably  the  most  im¬ 
portant  cause  of  this  increase  —  an  increase  common  to  all 
western  Europe  as  well  as  to  the  countries  for  which  the  data 
are  given  —  was  the  increased  demand  for  labor.  Two  con¬ 
ations  were  at  work  to  increase  the  productivity  of  labor. 
Tn  the  first  place,  the  inventions  which  characterized  the 


IndustriaJL_R evolution  made  each  worker’s  labor  mnrji 
effective.  This  led  to  an  increase  of  goods,  easier  living  condi¬ 
tions  for  the  entire  population  (though  not  necessarily  higher 
real  wages  for  the  factory  workers),  and  a  higher  rate  of  increase 
in  numbers.  As  might  have  been  inferred  from  the  Malthusian 
theory,  population  increased  because  the  means  of  living  in¬ 
creased  not  only  food,  but  other  necessities  of  life  as  well. 

The  secondMajOar  that  stimulated  rapid  additions  to  the 
population  was  the  opening  of  the  fertile.  farm  ]Rnds  of  the 
Agiericas  and  the  discovery  on  those  continents  of  rich  mineral 
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deposits.  The  cooperation  of  the  railroad  and  the  steamship 
made  these  natural  resources  of  the  Western  Hemisphere 
available  for  the  use  of  the  people  of  Europe.  When  trans¬ 
portation  became  cheap,  first  England  and  to  a  less  extent 
France,  then  Germany  and  other  countries,  began  to  import 
large  quantities  of  food  and  raw  materials,  which  the  early 
development  of  transportation  in  America  delivered  cheaply 
in  the  Old  World ;  and  by  cheap  transportation  the  finished 
commodities  made  from  the  raw  materials  were  dispatched  to 
the  most  distant  parts  of  the  globe. 

England  led  in  the  movement.  She  became  a  nation  largely 
specialized  in  manufacturing,  for  the  pursuit  of  which  she  had 
advantages  in  the  possession  of  iron  and  coal,  a  large  merchant 
marine  to  bring  in  raw  materials  and  to  send  out  finished 
commodities,  a  long  experience  in  manufacturing,  and  a  large 
colonial  empire  to  serve  both  as  a  market  for  manufactured 
goods  and  as  a  source  of  materials.  In  France  specialization 
was  not  carried  so  far.  The  population  tended  to  remain  more 
agricultural,  and  in  manufacturing  small-scale  plants  devoted 
to  the  production  of  specialties  grew  up  instead  of  large  mills, 
ironworks,  and  shipyards.  With  her  larger  area  France  might 
have  had  a  much  larger  population  than  England,  even  with¬ 
out  England’s  natural  resources,  if  her  people  had  turned  early 
to  mass  production ;  but  since  the  people  retained  their  at¬ 
tachment  to  agriculture  and  to  the  production  of  the  finer  sorts 
of  manufactured  products,  and  since  their  failure  to  secure  an 
early  start  put  them  at  a  disadvantage  in  comparison  with 
England,  France  reached  the  limit  of  growth  in  population 
before  England. 

In  the  United  States  we  see  the  most  rapid  increase  of 
population  among  the  great  nations.  Both  the  natural  in¬ 
crease  of  numbers  and  immigration  have  contributed  to  this 
growth.  But  the  reason  for  both  sources  of  additional  num¬ 
bers  is  the  same :  high  labor  productivity  due  to  bountiful 
resources  and  to  the  adoption  of  machine  methods  and  large- 
scale  production. 
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In  the  century  and  a  quarter  of  growth  in  population  shown 
by  the  chart  we  see  at  least  a  partial  vindication  of  the 
Malthusian  theory.  When  the  supply  of  consumable  goods 
became  more  plentiful  population  did  increase,  as  Malthus  had 
predicted.  And  it  increased  most  in  the  country  where  the  ad¬ 
ditional  supplies  of  commodities  were  most  readily  available, 
and  in  those  which  were  best  fitted  by  institutions  and  by 
past  experience  to  reap  the  gains  of  the  new  techniques  of 
production  that  the  Industrial  Revolution  made  possible.  In 
France,  where  the  new  techniques  were  not  so  easily  adopted, 
the  increase  of  population  was  less. 

The  rigid  application  of  the  Malthusian  theory  of  popula¬ 
tion  led  to  what  has  been  called  the  subsistence  theory  of 
wages.  The  working  classes,  it  was  said  by  the  advocates  of 
this  theory,  naturally  increase  to  the  point  where  their  wages 
are  just  sufficient  to  enable  them  to  live  and  rear  enough 
children  to  keep  the  population  constant.  If  real  wages  in¬ 
creased,  then  the  numbers  of  the  workers  would  also  increase 
and  wages  would  decline  to  the  level  at  which  the  family 
income  would  be  only  sufficient  to  maintain  the  population 
at  a  level  of  consumption  which  was  little  above  the  neces¬ 
sities  of  life.  This  pessimistic  theory  condemned  the  majority 
of  the  population  to  a  hopeless  round  of  toil  and  dull  surround¬ 
ings.  Its  principal  error  is  found  in  the  overemphasis  on  the 
tendency  of  the  working  classes  to  destroy  for  themselves  all 
gains  from  improvements  in  technique  by  increasing  the  popu¬ 
lation.  Like  many  early  theories  of  economics  this  one  failed 
to  take  account  of  the  complexity  of  the  forces  governing  the 
supply  of  labor  and  the  efficiency  of  the  individual  worker. 
There  is  no  doubt  that  population  can  increase  rapidly  enough 
to  offset  any  gains  in  marginal  productivity  that  may  come 
from  accumulations  of  capital,  the  discovery  of  new  resources, 
and  improvements;  but  whether  it  will  do  so  depends  on  all  the 
forces  that  govern  the  growth  of  numbers.  And,  as  we  have 
seen,  the  supply  of  food  and  other  necessities  of  life  is  only  one  of 
the  external  conditions  that  affect  additions  to  the  population. 
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Another  error  in  the  subsistence  theory  was  the  over¬ 
emphasis  on  the  practical  consequences  of  the  law  of  dimin¬ 
ishing  returns.  During  the  first  half  of  the  nineteenth  century, 
and  even  later,  economists  who  adhered  to  the  subsistence 
theory  often  neglected  the  limiting  conditions  which  must  be 
present  before  diminishing  returns  result  from  the  application 
of  more  and  more  variables  to  a  fixed  factor.  With  improve¬ 
ments  in  technique  the  fixed  factor  did  not  remain  fixed,  and 
each  laborer  came  to  have  more  resources  with  which  to  work, 
and  not  less.  From  Ricardo  onward  it  was  recognized  that  in 
manufacturing,  increasing  rather  than  decreasing  returns  were 
likely  to  prevail.  But  it  was  insisted  that  land  was  limited  and 
that  in  the  production  of  food  diminishing  returns  were  un- 
escapable.  Hence  the  increasing  population  would  be  unable 
to  increase  the  supply  of  food  except  by  a  more  intensive  utili¬ 
zation  of  the  limited  supply  of  land.  Real  wages,  —  that  is,  the 
goods  and  services  purchasable  with  money  wages, —  would 
inevitably  fall.  This  reasoning  overlooked  two  important 
conditions.  Land  was  doubtless  limited,  but  as  time  went  on 
improvements  in  transportation  made  available  for  the  people 
of  Europe  the  produce  of  the  agricultural  areas  of  other  con¬ 
tinents.  Moreover,  the  invention  of  labor-saving  machinery 
for  use  on  farms,  the  development  of  more  prolific  varieties  of 
grains,  and  the  general  improvement  of  methods  of  agriculture 
both  in  Europe  and  in  America  greatly  increased  the  available 
food  supply. 

Another  factor  neglected  by  the  subsistence  theory  was  the 
effect  of  rising  incomes  on  the  standard  of  living.  When  the 
incomes  of  the  laborers  increased  the  standard  of  living  also 
increased  and  the  growth  of  population  was  retarded  to  such 
an  extent  that  the  biological  maximum  was  not  even  ap¬ 
proached.  The  rising  standard  of  living  was  accompanied  by 
a  falling  birth  rate,  although  other  social  conditions  also  con¬ 
tributed  to  this  result. 

The  general  level  of  wages  is  determined  by  demand  for 
labor  and  the  supply  of  labor.  The  demand  for  labor,  which 
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means  the  amount  of  labor  the  entrepreneurs  stand  ready  to 
employ  at  a  given  wage,  depends  on  the  marginal  productivity 
of  labor.  The  marginal  productivity  of  labor  is  determined  by 
the  supply  of  labor  and  by  the  supplies  of  the  other  factors 
with  which  it  is  combined,  the  state  of  productive  technique 
being  given.  The  demand  for  labor  therefore  depends  in  last 
analysis  on  the  supplies  of  the  other  factors.  The  state  of  pro¬ 
ductive  technique,  or,  as  it  is  frequently  called,  "the  state  of 
the  arts,”  depends  on  all  the  forces  that  make  for  the  cultural 
development  of  a  people.  These  lie,  for  the  most  part,  beyond 
the  field  of  economics.  The  supplies  of  laborers  depend  upon 
the  forces  that  govern  the  numbers  of  the  population.  Some 
of  these  forces  are  strictly  economic  and  others  are  not,  or  at 
least  they  are  not  entirely  so.  The  supplies  of  the  other  factors 
of  production  —  land,  capital,  and  entrepreneurship  —  are 
determined  in  part  by  natural  and  unalterable  facts.  This  is 
true  of  land  in  the  broad  meaning  of  the  term,  and  it  is  espe¬ 
cially  true  of  mineral  deposits.  But  here,  again,  we  must  not 
overlook  the  effect  of  improved  technique,  which  cannot  in¬ 
crease  land  area  but  which  often  increases  the  productivity 
of  a  given  area  of  land.  The  supply  of  capital  will  be  spoken 
of  in  a  subsequent  chapter ;  it  is  regulated  in  part  by  the  neces¬ 
sary  cost  of  waiting  and  in  part  by  the  facilities  for  directing 
savings  to  productive  uses. 

The  increase  in  population  shown  in  Fig.  34  was  accompa¬ 
nied  by  greater  productivity  per  worker  arising  from  speciali¬ 
zation,  inventions,  and  new  resources.  In  all  the  countries 
of  western  Europe  there  was  a  gain  in  real  wages  during  the 
nineteenth  century.  It  was  greatest  in  those  that  were  able 
to  make  the  greatest  gains  in  productivity  relative  to  the 
growth  in  population.  England  and  Wales,  as  we  have  seen, 
gained  more  in  population  than  did  France,  yet  wages  did  not 
fall  below  the  wages  of  French  workmen ;  in  fact,  the  wage 
level  of  the  former  country  probably  rose  more  than  that  of 
the  latter.  This  was  because  the  relative  increase  in  produc¬ 
tivity  was  greater  in  Britain  than  it  was  in  France.  On  the 
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other  hand,  it  has  been  due  to  the  restriction  of  popula¬ 
tion  that  France  has  maintained  her  relatively  high  level  of 
wages.  Had  her  population  increased  at  the  same  rate  during 
the  nineteenth  century  as  did  the  population  of  England 
and  Wales,  it  would  have  been  impossible  to  maintain  the 
wage  level  unless  she  had  adopted  specialization  in  the 
manufacture  of  goods  produced  by  large-scale  establishments. 
Even  had  she  done  so,  she  would  not  have  been  able  to  main¬ 
tain  the  same  rate  of  increase  in  numbers  without  reducing 
the  standard  of  living,  because  she  lacked  resources  equal  to 
England’s. 

The  marginal-productivity  theory  of  wages  is  not  a  final 
explanation  of  wages :  it  is  an  analytical  device  for  explaining 
how  the  forces.  of  demand  and  supply  are  related  in  determin¬ 
ing  wages,  given  the  subblies  nf  nil  tho.larinrc  and  %  vtaienf 
PlQductive  technique.  It  also  throws  into  clear  relief  thTforces 
that  do  determine  the  course  of  wages  through  a  period  of 
time.  Moreover,  it  must  be  remembered  that  it  is  only  a 
general  explanation.  It  deals  with  mass  data  and  explains 
general,  or  typical,  relationships  and  results.  It  supplies  the 
analytical  tools  for  the  examination  of  any  wage  problem. 

Improvements  in  Technique  and  Wages.  Improvements  in 
productive  technique  all  have  the  same  effect.  They  enable 
man  to  obtain  from  nature  a  greater  return  for  his  labor.  In 
terms  of  Fig.  33  an  improvement  in  the  technique  will  raise 
the  curve  AC  throughout  its  entire  length.  Hence,  with  any 
given  supply  of  labor  before  the  improvement  takes  place,  an 
invention  will  raise  the  marginal  product  of  labor,  and  wages 
will  rise. 

That  inventions  are  beneficial  to  society  has  seldom  been 
questioned ;  yet  one  sometimes  hears  the  assertion  that  the 
substitution  of  machinery  for  laborers  reduces  wages  in  the 
industry  where  the  substitution  takes  place.  Whether  or  not 
wages  will  be  reduced  depends  in  part  upon  what  we  mean  by 
"in  the  industry.”  If  skilled  mechanics  have  been  employed 
to  make  a  good,  and  if  a  machine  is  invented  which  enables 
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unskilled  workers  (perhaps  women  and  girls)  to  turn  out  the 
product,  then  the  wages  of  the  workers  directly  concerned 
with  turning  out  the  product  will  probably  fall.  And  the 
skilled  mechanics  whose  trade  is  taken  away  may  be  forced  to 
accept  work  of  a  different  sort,  at  which  they  will  earn  lower 
wages.  This  latter  result  need  not  follow.  The  introduction 
of  the  machine  may  be  so  gradual  that  the  skilled  hand-workers 
have  time  to  learn  new  trades,  or  the  rate  at  which  they  are 
displaced  may  be  so  gradual  that  the  number  of  withdrawals 
necessary  to  maintain  wages  at  the  old  level  amounts  only  to 
the  number  who  would  naturally  disappear  because  of  death 
and  old  age. 

The  fear  once  expressed  by  laborers  that  machines  might 
permanently  displace  labor,  or  at  least  reduce  the  total  de¬ 
mand  for  labor  and  thus  lower  wages  throughout  all  industry, 
has  been  shown  during  the  past  century  to  be  without  foun¬ 
dation.  The  use  of  machinery  is  merely  a  method  of  employ¬ 
ing  labor  in  production.  A  worker  may  attack  a  piece  of  work 
in  one  of  two  ways.  If  he  employs  direct  methods  he  will  use 
very  simple  tools ;  if  he  employs  indirect  methods  he  will  make 
machines  to  aid  him.  Usually,  though  not  always,  the  indirect 
method  enables  the  worker  to  produce  more  goods  than  the 
direct  method.  If  it  does  not  it  will  never  be  employed. 

It  can  be  shown  historically  that  the  introduction  of  ma¬ 

chinery  has  not  decreased  the  total  demand  for  labor.  Against 
the  possible  decrease  in  demand  at  the  point  where  a  machine 
is  substituted  for  hand  labor  must  be  set  three  new  sources  of 
increased  demand.  We  may  take  as  an  example  an  improve¬ 
ment  that  displaces  a  simple  sort  of  labor,  say  a  machine  for 
spraying  house  paint.  When  the  machine  is  introduced,  some 
painters  may  be  thrown  out  of  work.  But  the  demand  for  * 
mechanics  to  make  a  machine  of  this  sort  will  be  increased ; 
this  is  the  first  new  source  of  demand.  Second,  if  many  u- 
painters  are  displaced,  the  cost  of  spreading  paint  is  also  re¬ 
duced,  and  in  consequence  there  is  a  greater  volume  of  de¬ 
mand  for  painting  materials  and  for  operators  of  the  spraying 
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machines.  Thus  if  the  demand  for  the  product  in  the  man¬ 
ufacture  of  which  the  improvement  occurred  was  very  elastic, 
then  the  fall  in  price  resulting  from  the  improvement  would 
lead  to  increased  buying,  larger  output,  and  reemployment  of 
the  displaced  laborers.  Third,  a  great  drop  in  the  price  of  3 
the  service,  which  may  follow  from  the  invention,  will  free  a 
portion  of  the  consumer’s  income  to  be  expended  in  the  pur¬ 
chase  of  other  goods. 

The  elasticity  of  the  demand  for  the  product  of  the  indus¬ 
try  in  which  the  improvement  is  made  has  a  great  deal  to  do 
with  its  effect  on  employment  and  wages.  If  the  demand  for 
the  product  was  very  inelastic,  and  if  the  improvement  con¬ 
siderably  reduced  the  number  of  laborers  required  in  the  in¬ 
dustry,  this  reduction  would  be  permanent.  Because  of  the 
inelasticity  of  the  demand  very  little  more  of  the  commodity 
could  be  sold,  even  though  the  price  was  greatly  reduced, 
and  very  few  of  the  laborers  ousted  by  the  new  machine  would 
again  find  employment  in  the  industry.  On  the  other  hand,  if 
the  price  of  the  product  fell  a  good  deal,  and  if  very  little  more 
of  it  was  purchased,  consumers  would  spend  a  much  smaller 
amount  of  income  in  buying  it.  They  would  then  increase 
their  demands  for  other  goods,  and  in  the  industries  produc¬ 
ing  these  goods  the  demand  for  labor  would  also  be  increased. 
But  it  must  not  be  forgotten  that  when  the  workmen  are 
displaced  by  the  machines,  they  are  unemployed  and  their  in¬ 
comes  are  cut  off.  Until  they  can  be  reabsorbed  into  other 
industries  there  will  be  little  or  no  net  increase  in  the  demand 
for  goods,  and  little  or  no  gain  to  society  at  large.  The  dis¬ 
placed  workers  will  lose  what  the  consumers  gain.  Because 
there  has  been  no  increase  in  the  total  demand  for  goods 
the  workers  displaced  by  the  labor-saving  machinery  will  not 
readily  find  new  jobs.  Yet  there  is  ample  historical  evidence 
to  show  that  such  workers  are  somehow  reabsorbed.  In  Eng¬ 
land  during  the  nineteenth  century  the  percentage  of  unem¬ 
ployment  remained  practically  constant  in  spite  of  the  rapid 
introduction  of  machinery.  There  was,  of  course,  some  unem- 
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ployment,  but  it  was  the  result  of  maladjustments  incident  to 
a  dynamic  world.  Since  the  percentage  of  unemployment  did 
not  increase  we  are  forced  to  conclude  that  the  introduction 
of  machinery  did  not  permanently  displace  labor. 

It  is  conceivable  that  when  an  improvement  is  made  in  an 
industry  for  whose  products  the  demand  is  very  inelastic,  the 
producers  will  not  reduce  prices  but  will  retain  for  themselves 
all  the  gains  resulting  from  the  improvement.  But  this  does 
not  alter  the  foregoing  reasoning  :  the  displaced  workmen  will 
still  lose  their  incomes  and  the  producers  will  make  correspond¬ 
ing  gains,  but  for  a  time  there  will  be  no  increase  in  the  total 
demand  for  goods. 

We  must,  however,  find  an  explanation  for  the  historical 
fact  that  the  displaced  workers  are  somehow  reabsorbed.  It  is 
possible  that  the  unemployed  workers  may  by  competitive 
bidding  for  jobs  lower  wages  in  other  industries  and  in  that 
manner  create  an  inducement  for  employers  to  combine  more 
labor  with  the  other  factors  of  production.  But  in  modern  so¬ 
cieties  with  trade  unions,  unemployment  insurance,  and  other 
institutions  that  tend  to  bolster  up  the  resistance  of  the  workers 
to  wage  reductions,  this  type  of  adjustment  cannot  always  be 
made.  At  least  it  is  difficult  to  bring  it  about  within  a  short 
period  of  time  and  to  a  sufficient  extent  to  absorb  all  the 
workers  displaced  by  the  machines.  Under  these  conditions 
the  reabsorption  of  the  workers  must  await  the  development 
of  new  industries,  new  products,  and  new  types  of  service. 
But  these  new  sources  of  employment  do  not  come  into  exist¬ 
ence  spontaneously.  It  requires  inventive  skill  and  new  capital 
to  develop  new  products,  to  stimulate  new  wants,  and  to  get 
new  industries  going.  New  fields  must  be  explored,  consumers 
must  be  motivated  to  desire  new  products  and  those  who  have 
funds  to  invest  must  be  convinced  that  the  new  projects  are 
likely  to  become  successful.  Advertising  plays  a  part  in  the 
adjustment  and  so  does  bank  credit,  which  enables  the  entre¬ 
preneurs  to  put  the  productive  forces  in  motion  in  anticipation 
of  the  product  out  of  which  the  factors  of  production  must 
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eventually  be  paid.  After  the  new  industries  have  become 
productive  the  additional  output  of  goods  which  they  turn  out 
increases  the  income  and  the  real  purchasing  power  of  the  en¬ 
tire  country.  Hence  it  comes  about  that  the  labor-saving  im¬ 
provements  do  finally  increase  the  incomes  of  the  laborers  as 
well  as  those  of  other  industrial  classes.  But  it  must  not  be 
forgotten  that  the  workers  who  were  displaced  by  the  machin¬ 
ery  could  not  have  contributed  to  the  income  of  the  community 
until  they  were  placed  in  a  position  where  they  could  earn  an 
income  through  productive  labor. 

Principles  of  Wage-Adjustments.  Frequently  wage  rates  are 
set  by  collective  bargaining  or  by  boards  of  arbitration.  The 
factors  usually  considered  in  these  adjustments  are :  (1)  changes 
in  productivity,  (2)  changes  in  the  cost  of  living,  (3)  the  mini¬ 
mum  wage,  (4)  wage  differentials,  and  (5)  wage  standardiza¬ 
tion.  The  last  three  of  these  factors  are  considered  in  the  next 
chapter.  Here  we  shall  deal  with  the  question  whether  wage 
adjustments  according  to  the  first  two  factors  are  or  are  not 
in  accordance  with  the  theory  of  marginal  productivity. 

In  arbitration  cases  it  is  often  argued  that  an  increase  in  the 
productivity  of  an  industry  is  a  cause  for  higher  wages  only  if 
it  is  due  to  an  increase  in  the  personal  efficiency  of  the  workers ; 
but  that  if  the  cause  is  improved  machinery  or  better  manage¬ 
ment,  wages  should  not  be  raised.  According  to  the  marginal 
productivity  theory,  labor  should  participate  in  the  gains  arising 
from  increased  productivity  caused  by  additional  quantities  of 
the  other  factors  or  improvements  in  them.  Of  course,  labor  is 
supposed  to  benefit  only  to  the  extent  that  it  becomes  margin¬ 
ally  more  important.  And  historical  evidence  given  in  Chapter 
XXX  shows  that  a  given  percentage  rise  in  the  per  capita  physi¬ 
cal  productivity  of  a  nation  is  accompanied  by  a  nearly  propor¬ 
tional  rise  in  wages.  It  is  not,  however,  the  productivity  of  a 
single  group  of  workers  that  determines  their  wages,  or  the  wage 
level,  but  the  physical  productivity  of  industry  as  a  whole. 

The  "cost  of  living"  principle  of  wage  adjustment  means 
that  if  no  other  factors  are  affecting  wages,  money  wages 
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should  be  varied  as  the  cost  of  living  varies.  The  marginal 
productivity  theory  deals  with  real  wages  and  is  in  entire 
accord  with  this  principle,  since  a  failure  to  adjust  wages  to 
a  rise  in  the  cost  of  living  would  mean  that  real  wages  were 
reduced.  However,  the  adjustment  of  money  wages  to  the 
cost  of  living  merely  serves  as  a  starting  point  from  which 
further  adjustments  may  be  made  if  justified,  for  example,  by 
an  increase  in  the  marginal  productivity  of  labor. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  It  is  sometimes  said  that  the  laborers  could  increase  their  wages 
by  first  increasing  their  "standard  of  living” ;  that  is,  by  demanding 
more  and  better  goods  for  consumption.  Is  this  statement  correct  ? 

2.  If  we  define  the  standard  of  living  as  the  sum  of  goods  and  serv¬ 
ices  that  people  demand  before  they  will  assume  the  obligations  of 
rearing  a  family,  then,  in  the  long  run,  the  standard  of  living  will 
affect  wages.  Show  that  this  statement  is  in  agreement  with  the 
marginal-productivity  theory  of  wages. 

3.  How  should  you  explain  the  fact  that  as  the  population  of  a 
new  and  sparsely  settled  country  becomes  denser,  manufactures  be¬ 
come  cheaper?  that  the  average  productivity  of  the  population  in¬ 
creases  up  to  a  certain  point  ? 

4.  "There  is  just  a  certain  amount  of  work  to  be  done  —  just  a 
limited  number  of  jobs  in  the  world.  If  one  man  does  more  than  his 
share  of  this  work,  there  will  be  less  for  others  to  do.  If  he  does  as 
little  as  he  must,  then  there  will  be  more  work  for  the  others,  and 
wages  will  be  higher.”  Show  the  fallacy  of  this  reasoning. 

5.  It  has  been  argued  at  various  times  that  if  the  rich  should  save 
less  and  consume  more,  wages  would  rise.  Show  by  the  use  of  the 
marginal-productivity  theory  that  this  reasoning  is  fallacious. 

6.  Does  the  substitution  of  capital  for  labor  raise  or  lower  the 
marginal  product  of  the  labor  that  remains  employed  ?  Does  it  raise 
or  lower  the  marginal  product  of  the  capital  ? 

7.  Does  the  theory  of  marginal  productivity  explain  the  wages  of 
those  who  render  direct  personal  service,  such  as  singers,  physicians, 
hairdressers,  and  waiters  ?  Are  the  wages  of  such  workers  affected  at 
all  by  the  quantity  of  land  and  capital  available  in  the  community  ? 


CHAPTER  XXV 

WAGE  DIFFERENCES 

The  preceding  chapter  dealt  with  the  general  relations  be¬ 
tween  the  supply  of  labor  and  the  other  factors  of  production. 
It  was  concerned  with  the  most  general  conditions  affecting 
the  normal  rate  of  wages.  It  did  not  take  account,  except 
incidentally,  of  the  fact  that  the  earnings  of  labor  vary  a 
great  deal  from  occupation  to  occupation  and,  to  a  less 
extent,  in  the  same  occupation  from  one  geographical  area  to 
another.  The  present  chapter  is  concerned  with  some  of  the 
reasons  for  these  variations  and  with  the  relations  between  the 
supply  of  labor  and  the  other  factors  within  different  occupa¬ 
tional  groups. 

Labor-Income  Groups.  It  is  a  matter  of  common  observa¬ 
tion  that  there  exist  at  the  present  time  several  fairly  distinct 
groups  of  workers.  The  lowest  income  group  includes  all  those 
who  perform  common  labor.  This  group  is  characterized  by 
lack  of  special  skill  and  usually  by  a  low  level  of  general 
education.  The  male  workers  of  this  group  do  most  of  the 
heavy  manual  labor  about  factories  and  stores  and  in  the  con¬ 
struction  of  buildings,  railroads,  and  highways.  They  supply 
the  bulk  of  casual  labor  for  all  outdoor  occupations.  The 
women  workers  of  this  group  are  employed  at  simple  household 
tasks,  as  scrubwomen,  and  as  saleswomen  in  the  cheaper  shops. 
Both  the  men  and  the  women  of  this  group  are  employed  to 
tend  automatic  machines  in  factories  and  to  operate  simple 
mechanical  devices. 

Not  very  much  above  the  common  laborers  are  the  semi¬ 
skilled.  Among  the  male  workers  of  this  class  a  somewhat 
higher  degree  of  specialized  skill  is  required,  or  at  least  a 
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familiarity  with  somewhat  more  complicated  machinery ;  in 
clerical  work  and  in  salesmanship  they  occupy  higher  positions 
or  work  in  better  establishments.  For  most  of  these  tasks 
either  greater  native  ability  to  learn  or  a  longer  period  of 
training  is  required  than  for  common  labor.  Evidently  the 
term  "semiskilled”  does  not  apply  strictly  to  clerical  work  and 
selling;  but  the  degree  of  attention,  of  independent  self- 
direction,  and  of  training  among  semiskilled  workers  in 
mechanical  trades  and  in  the  other  two  lines  of  work  is  roughly 
comparable. 

Above  the  semiskilled  workers  are  the  skilled  mechanical 
trades  and  the  upper  groups  of  clerical  workers  and  salesmen. 
A  great  deal  more  training  or  much  higher  native  ability  is 
required  for  these  occupations  than  for  common  labor.  The 
worker  must  have  more  ability  to  think  for  himself  and  he 
must  accept  more  responsibility  for  his  work.  Among  the 
male  workers  in  this  group  we  find  the  skilled  craftsmen  in 
construction  and  in  the  machine  trades:  expert  carpenters, 
masons,  electricians,  lathe-operators,  diemakers,  and  the  like. 
In  clerical  pursuits  are  bookkeepers,  secretaries,  statistical 
clerks,  and  expert  stenographers.  The  skilled  workers  also  in¬ 
clude  the  better-paid  classes  of  salesmen  and  the  engineers, 
firemen,  and  conductors  on  railroads.  The  skilled  group  is  far 
less  homogeneous  than  either  the  common-labor  group  or  the 
semiskilled  group,  and  the  variation  in  wages  is  far  greater. 

The  highest-income  group  is  made  up  of  professional  people 
and  business  executives.  Here  the  period  of  training  is  much 
longer  than  for  other  groups,  and  the  average  native  ability 
probably  much  greater.  Here  are  included  engineers,  chemists, 
accountants,  lawyers,  physicians,  military  officers,  heads  of 
government  departments,  and  the  managers  of  business  con¬ 
cerns.  To  a  greater  extent  than  even  among  the  skilled 
workers  this  group  is  lacking  in  homogeneity.  Some  of  the 
practitioners  of  the  professions  are  no  better  paid  than  expert 
artisans,  and  many  of  them  receive  less  than  the  most  success¬ 
ful  salesmen.  But  it  is  among  the  managerial  class  that  lack 
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of  homogeneity  is  most  striking.  Many  managers  of  minor 
departments  in  large  enterprises  and  many  self-employed 
managers,  such  as  small  storekeepers,  farmers,  the  owner- 
operators  of  garages,  and  small  contractors,  are  not  well  paid 
in  comparison  with  skilled  labor.  But  in  a  majority  of  these 
cases  either  the  amount  of  managerial  capacity  required  is 
very  small  or  the  worker  is  an  unsuccessful  self-employed 
manager.  The  small  storekeeper,  for  example,  musl,  spend 
most  of  his  time  and  energy  in  doing  about  the  same  work 
as  an  ordinary  salesman  and  clerk,  and  the  typical  farmer  is 
chiefly  engaged  in  ordinary  manual  labor. 

Although  this  group  overlaps  a  great  deal  in  its  lower 
ranges  with  the  next  lower  one,  it  rises  far  above  it.  Each  of 
the  four  groups  contains  many  workers  who  could  do  as  well 
for  the  present  in  occupations  of  the  next  lower  group.  Some 
of  these  are  young  people  who  are  in  reality  apprentices  learn¬ 
ing  the  tasks  of  the  higher  group,  and  it  makes  little  difference 
in  which  income  group  they  are  classified.  A  junior  account¬ 
ant  may  receive  a  salary  that  falls  below  the  wage  of  a  ma¬ 
chinist,  but  he  will  receive  higher  wages  if  he  makes  a  success 
in  the  higher  group. 

In  considering  the  causes  of  the  differences  in  income  of 
these  groups,  three  very  important  facts  which  partly  offset 
the  observed  differences  must  be  taken  into  account.  The 
age  at  which  the  worker  can  command  the  average  wage  is 
higher  in  each  succeeding  group.  The  common  laborer  at¬ 
tains  his  maximum  wage  almost  as  soon  as  he  has  reached 
physical  maturity;  the  semiskilled  worker  somewhat  later, 
though  not  very  much  later.  The  skilled  worker  requires 
several  years  of  training.  Among  the  professions  from  three 
to  six  years  of  college  education  is  common.  A  business  ex¬ 
ecutive  often  serves  an  apprenticeship  through  many  years, 
climbing  from  minor  positions  to  those  requiring  more  re¬ 
sponsibility  and  business  judgment.  On  the  other  hand,  the 
common  laborer  is  likely  to  suffer  a  decline  in  his  earning  ca¬ 
pacity  at  an  earlier  age  than  the  skilled  or  professional  worker. 
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But  the  fact  still  remains  that  the  laborer  can  command  his 
maximum  income  at  an  earlier  time;  and  people  generally 
prefer  a  present  to  a  future  income  of  the  same  size,  and  a 
small  income  which  can  be  obtained  at  once  to  a  somewhat 
larger  one  for  which  they  must  wait. 

The  second  fact  that  tends  to  reduce  the  apparent  differ¬ 
ences  in  wages  is  the  money  expense  and  the  real  cost  of  gain¬ 
ing  a  place  among  the  better-paid  groups.  The  boy  who  is 
apprenticed  to  learn  a  skilled  trade  must  usually  have  some 
additional  means  of  support.  The  practitioner  of  a  profession 
must  incur  heavy  money  expenses  for  his  formal  education. 
In  addition  to  the  money  expense  of  training,  most  of  the 
better-paid  occupations  require  greater  concentration  and 
more  attention  to  the  work  in  hand  than  do  the  tasks  of  com¬ 
mon  labor.  Hence  the  real  cost  of  learning  them  is  greater. 

In  the  third  place,  the  average  person  believes  that  he  is 
much  more  certain  to  succeed  in  an  occupation  which  is  fol¬ 
lowed  by  many  people  and  in  which  the  pay  is  relatively  low 
than  in  a  higher  occupational  group.  The  risk  of  failure  is 
much  greater  for  the  average  man  or  woman,  regardless  of 
formal  training,  the  higher  the  income  paid  by  the  work  to 
be  done.  And  this  risk  deters  those  who  prefer  a  smaller  but 
certain  income  from  attempting  to  reach  a  higher  group,  in 
spite  of  the  fact  that  they  may  have  the  native  capacity  to 
succeed  in  it. 

In  the  fourth  place,  many  occupations  have  advantages 
other  than  the  money  wage  the  worker  receives.  The  agree¬ 
ableness  or  disagreeableness  of  the  task  is  a  factor  in  the  de¬ 
termination  of  the  supply  of  labor  for  any  given  occupation. 
The  agreeable  types  tend  to  become  overcrowded,  and  the 
wages  of  workers  in  them  fall  below  the  level  of  the  wages  of 
the  disagreeable.  It  must  be  noted,  however,  that  when  dis¬ 
agreeableness  is  coupled  with  low  requirements  as  to  native 
ability  and  training,  wages  may  still  be  low.  None  of  these 
conditions  which  we  are  considering  operates  independently, 
and  none  is  a  sole  determinant  of  differences  in  wages. 
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But  after  all  allowances  have  been  made  for  conditions 
that  tend  to  offset  differences  in  money  wages,  there  still  re¬ 
mains  a  great  deal  of  actual  variation  in  the  labor  incomes  of 
different  groups  of  laborers.  It  is  to  these  differences  that  we 
shall  now  turn  our  attention. 

The  Proximate  Cause  of  Differences  in  Wages.  The  differ¬ 
ences  in  labor  incomes  which  we  have  been  considering  are 
almost  entirely  due  to  relative  differences  in  the  supplies  of 
labor  for  the  different  kinds  of  work.  The  price  paid  for  human 
services,  like  any  other  price,  depends  on  demand  and  supply. 
The  wages  of  common  labor  are  low  because,  relative  to  the 
demand  for  such  work,  the  supply  is  large,  and  because  the 
supply  is  large  the  marginal  productivity  of  this  kind  of  labor 
is  low.  Capital  and  land  are  but  passive  instruments  of 
production,  and  the  former  in  its  primary  form  of  purchasing 
power  has  a  high  degree  of  adaptability.  Land  also  can  be 
adapted  to  different  uses.  Neither  will  be  used  in  any  industry 
unless  it  yields  as  great  a  return  as  could  be  obtained  from  it 
in  alternative  employments.  So  we  find  that  the  capital  and 
the  land  used  by  common  labor  must  each  yield  the  same 
return  as  that  used  by  highly  paid  labor.  But  since  common 
labor  is  relatively  plentiful,  the  prices  of  the  products  to  which 
it  contributes  its  productive  energy  will  be  low  in  comparison 
with  those  which  are  the  products  of  skilled  labor ;  or  if  the 
products  are  the  resultants  of  both  common  and  skilled  labor, 
the  price  that  must  be  paid  for  the  former  will  be  low  in  com¬ 
parison  with  the  price  paid  for  the  latter. 

Where  the  different  types  of  workers  are  all  required  to  bring 
a  product  to  the  consumers’  market  common  labor  becomes 
one  of  many  agents  in  production.  Skilled  labor,  professional 
work,  and  managerial  work,  as  well  as  capital  and  land,  are 
the  other  agents  with  which  common  labor  is  combined.  Since 
this  grade  of  labor  is  plentiful  in  comparison  with  the  other 
agents,  its  marginal  product  is  low,  and  its  earnings  are  low 
in  comparison  with  the  earnings  of  the  other  agents. 

The  salaries  of  professional  men  and  managers  are  some- 
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times  said  to  be  high  because  these  workers  accept  heavy 
responsibilities.  It  is  said  that  the  president  of  a  large  cor¬ 
poration  receives  a  large  salary  because  his  work  is  very  im¬ 
portant  —  because  his  decisions  involve  large  amounts  of 
money.  But  responsibilities  appear  important  to  us  when 
there  are  few  who  can  successfully  assume  them.  A  pilot 
who  guides  a  modern  steamship  into  port  is  responsible  for  a 
very  valuable  piece  of  property  and  for  the  lives  of  many 
people,  yet  his  wage  is  not  high  in  comparison  with  the  salaries 
of  those  who  hold  managerial  positions  in  the  steamship  com¬ 
pany  ;  and  the  principal  reason  is  that  there  are  many  people 
who  readily  learn  the  pilot’s  trade,  but  few  who  can  or  do 
qualify  for  the  managerial  positions. 

Differences  in  wages  are  also  said  to  be  due  to  differences 
in  the  efficiency  of  workers.  This  is  a  correct  explanation  of 
variations  within  the  same  trade  or  income  group,  but  it  does 
not  explain  the  variations  between  groups.  If  all  common 
laborers  were  by  an  act  of  magic  transformed  overnight  into 
supermen  who  could  do  four  times  as  much  work  of  the  same 
sort  as  they  now  perform,  their  wages  would  be  lower  per 
unit  of  energy  put  forth.  Each  unit  of  work  would  have  lower 
marginal  productivity,  assuming  that  the  supplies  of  the  other 
agents  of  production  remained  the  same  as  they  now  are. 
This  follows  from  the  law  of  diminishing  returns.  Individual 
earnings  per  worker  per  year  might  be  increased  after  industry 
had  been  adjusted  to  the  change ;  but  whether  these  earnings 
remained  higher  would  depend  upon  the  maintenance  of  a 
relatively  small  supply  of  common  labor  in  comparison  with 
the  other  agents  of  production. 

Fundamental  Causes  of  Differences  in  Wages.  An  explana¬ 
tion  of  the  differences  in  labor  incomes  among  different  groups 
of  workers  must  discover  the  forces  that  regulate  the  relative 
supplies  of  workers  of  the  different  classes.  The  emphasis 
must  be  placed  on  the  relative  numbers  in  any  group  and  not 
on  the  absolute  numbers.  In  the  first  place,  laborers  may  be 
plentiful  or  scarce  relative  to  the  demand  for  the  product,  and 
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in  consequence  their  marginal  productivity  may  be  either  low  or 
high ;  in  the  second  place,  the  laborers  of  a  given  occupational 
level,  say  common  labor,  may  be  numerous  or  few  relative 
to  the  other  laborers  of  different  groups  whose  cooperation  is 
necessary  for  the  production  of  a  given  commodity.  A  good 
may  have  a  high  price,  and  yet  the  common  labor  engaged 
in  making  it  may  be  low  because  it  is  plentiful  relative  to  the 
skilled  labor  required  for  making  the  good.  As  has  frequently 
been  observed,  different  grades  of  labor  do  not  constitute  one 
common  fund  from  which  may  be  drawn  at  any  time  any 
number  one  pleases  of  laborers  of  different  sorts.  Each  group 
is  a  partly  independent  agent  of  production  whose  supply  is 
governed  by  somewhat  different  conditions.  Hence  common 
labor  is  combined  by  the  entrepreneur  with  skilled  and  man¬ 
agerial  labor  in  the  same  way  that  labor  in  general  is  combined 
with  capital  and  land.  And  if  common  labor  in  any  industry 
is  plentiful  while  the  other  groups  are  scarce,  the  marginal  pro¬ 
ductivity  of  the  former  will  be  low  and  its  wages  will  be  low 
in  comparison  with  the  latter. 

One  of  the  fundamental  causes  of  disparity  in  the  labor 
earnings  of  individuals  and  of  groups  is  the  differences  between 
individuals  in  native  ability.  Even  under  uniform  external 
conditions  there  are  only  a  small  number  of  people  who  are 
able  to  excel  in  any  kind  of  competition,  a  much  larger  num¬ 
ber  who  can  attain  to  moderate  proficiency,  and  a  small 
number  who  can  never  get  beyond  the  poorest  sort  of  per¬ 
formance.  Hence  we  should  expect  that  where  competition  is 
present  only  a  few  people  will  be  found  at  the  lower  levels  of 
any  sort  of  work,  and  that  only  a  few  can  qualify  for  the  more 
difficult  tasks.  But,  as  has  frequently  been  observed,  the  dis¬ 
tribution  of  human  ability  is  not  closely  comparable  with  the 
distribution  of  labor  incomes. 

There  are  several  conditions  that  account  for  the  dispro¬ 
portionate  numbers  of  the  low-capacity,  low- wage  groups.  An 
individual  can  attain  to  the  higher  groups  if  he  is  equipped 
with  more  than  ordinary  native  ability,  if  he  has  been  care- 
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fully  trained,  and  if  his  opportunities  for  learning  the  better¬ 
paying  sorts  of  work  are  good.  These  three  —  native  ability, 
training,  and  opportunity  —  may  be  combined  in  almost  any 
proportions.  The  individual  of  very  high  native  ability  fre¬ 
quently  overcomes  apparently  insuperable  obstacles,  and  one 
of  no  more  than  average  ability  may  by  thorough  training  and 
excellent  opportunities  go  further  than  another  who  has  greater 
inborn  ability. 

Training  and  opportunity  give  the  children  of  the  skilled 
artisan  better  chances  of  becoming  skilled  artisans,  of  enter¬ 
ing  the  professions,  or  of  obtaining  managerial  positions  in 
business  than  the  children  of  common  laborers.  The  children 
of  the  professional  and  managerial  group  have  still  better 
chances.  And  while  it  may  be  generally  correct  to  say  that 
true  genius  is  difficult  to  stifle,  it  is  not  correct  to  say  that  the 
height  in  the  economic  scale  to  which  an  individual  will  rise 
during  his  lifetime  is  not  affected  by  the  conditions  under 
which  he  was  reared,  the  extent  of  his  education,  and  the 
opportunities  open  to  him  to  learn  something  more  than  a 
routine,  manual  sort  of  work. 

There  is  a  tendency  for  the  different  income  groups  to  be 
self-perpetuating.  The  children  of  laborers  tend  to  remain 
laborers,  because  they  inherit  a  relatively  low  capacity  for 
anything  but  simple  tasks,  because  their  early  training  and 
formal  education  have  not  been  such  as  to  fit  them  for  any¬ 
thing  but  that  sort  of  work,  and  because  they  have  fewer  op¬ 
portunities  to  come  in  contact  with  those  in  business  and  the 
professions  who  might  take  an  interest  in  them  and  provide 
them  with  opportunities  for  the  better-paying  positions.  On 
the  other  hand,  the  children  of  the  upper  income  groups  have 
doubtless  somewhat  better  inherited  capacity  on  the  average, 
they  are  better  cared  for  in  infancy  and  so  have  stronger  and 
healthier  bodies,  the  period  of  their  formal  education  is  gen¬ 
erally  longer  and  better  adapted  to  fitting  them  to  hold  good 
positions,  and  their  opportunities  for  finding  openings  that 
lead  to  these  positions  are  better. 
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The  population  of  any  country  thus  tends  to  be  divided 
into  noncompeting  groups  or  into  economic  classes.  The 
barriers  between  these  classes  are  not  impassable,  however, 
and  certain  institutions  and  economic  conditions  greatly 
diminish  their  effectiveness.  First  in  importance  among  these 
institutions  is  the  publicly  supported  school  system  and  the 
public  provision  of  other  educational  facilities.  Public  super¬ 
vision  of  health  and  public  control  of  sanitation  are  also  fac¬ 
tors.  Still  another  factor  is  the  increase  in  the  general  level  of 
incomes.  If,  as  the  annual  income  of  a  nation  increases  abso¬ 
lutely,  the  incomes  of  common  and  semiskilled  laborers  also 
increase,  some,  at  least,  of  the  disadvantages  of  the  children 
of  the  laborer’s  family  will  disappear. 

Differences  in  Wages  between  Different  Places.  Everyone  is 
aware  of  the  fact  that  the  same  sort  of  work  is  not  paid  at  the 
same  rate  in  different  parts  of  the  country.  Very  often,  how¬ 
ever,  these  differences  are  more  apparent  than  real,  even  when 
money  wages  alone  are  considered.  A  trade  may  go  by  the 
same  name,  and  to  the  casual  observer  the  workmen  who  fol¬ 
low  it  in  different  places  may  seem  to  be  doing  exactly  the 
same  sort  of  work  ;  but  on  closer  investigation  one  often  finds 
that  there  are  variations  in  the  skill  required  or  in  the  condi¬ 
tions  of  work  that  easily  account  for  variations  in  the  rate  of 
pay.  And  if  we  look  about  us  we  shall  find  the  same  variations 
within  a  relatively  small  area.  On  the  other  hand,  there  are 
many  actual  variations.  In  Table  XVI  are  shown  the  hourly 
earnings  of  male  workers  in  certain  of  the  leading  occupations 
in  the  manufacture  of  cotton  goods  in  1924. 

The  cotton-manufacturing  industry  is  one  that  extends 
along  practically  the  entire  Atlantic  seaboard.  It  is  a  highly 
standardized  industry  as  far  as  labor  and  tasks  are  concerned. 
It  is  also  a  large-scale  industry.  Here,  if  anywhere,  we  should 
expect  to  encounter  uniformity  of  wages.  It  is  evident,  how¬ 
ever,  that  there  are  differences  in  money  earnings  per  hour 
ranging  from  70  to  over  100  per  cent  as  between  the  high-wage 
and  the  low-wage  states.  There  is  an  almost  regular  decline  in 
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Table  XVI.  Hourly  Earnings  in  Five  Leading  Occupations  in  the 
Manufacture  of  Cotton  Goods,  1924  1 


States 

Occupations 

Doffers 

Spinners 

Speeder- 

Tenders 

Loom- 

Fixers 

Weavers 

New  Hampshire  .... 

$0,459 

$0,480 

$0,515 

$0,705 

$0,532 

Massachusetts . 

.472 

.507 

.565 

.696 

.543 

Rhode  Island . 

.470 

.511 

.495 

.695 

.542 

Connecticut . 

.369 

.519 

.515 

.673 

.522 

New  York . 

.466 

.503 

.562 

.680 

.551 

Virginia . 

.362 

•  .355 

.470 

.558 

.503 

North  Carolina . 

.310 

.213 

.371 

.457 

.401 

South  Carolina . 

.262 

.200 

.302 

.391 

.328 

Georgia . 

.283 

.227 

.306 

.363 

.314 

Alabama . 

.255 

.188 

.284 

.396 

.298 

wages  as  we  go  from  New  England  to  the  South.  The  differ¬ 
ences  in  money  wages  indicated  by  the  table  are  offset  in  part 
by  differences  in  the  cost  of  living.  The  workers  in  New  Eng¬ 
land  pay  higher  prices  for  housing,  and  some  other  necessities 
than  those  of  the  South,  but  real  wages  per  hour  are  higher  in 
the  North. 

How  are  these  differences  to  be  explained?  They  can  be 
accounted  for  in  part  by  the  absence  of  competing  industries 
in  the  South.  There  is  less  capital  seeking  workers,  and  the 
productivity  of  laborers  in  industry  is  lower.  The  greater 
strictness  of  labor  laws  in  the  North  and  the  firmer  hold  of 
trade  unions  in  that  district  are  also  factors. 

These  differences  in  real  wages  would  be  greatly  reduced  if 
there  were  complete  mobility  of  labor  between  the  two  sec¬ 
tions.  But  obstacles  to  freedom  of  movement  are  numerous. 
The  money  cost  of  moving  is  a  factor  which  keeps  laborers  in 
a  low-wage  district  when  they  know  that  the  rate  of  pay  is 
higher  elsewhere.  Often  they  do  not  know  definitely  how  great 
the  differences  really  are.  Ignorance  of  the  labor  market  pre¬ 
vents  them  from  selling  their  services  in  the  highest  market. 
They  do  not  like  to  give  up  associations  already  formed,  and 

1  Bulletin  No.  371,  United  States  Bureau  of  Labor  Statistics. 
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they  fear  that  somehow  they  will  not  find  conditions  any 
better  in  another  locality.  All  these  grounds  of  explanation 
apply  to  other  lines  of  manufacture  as  well  as  to  the  cotton 
trade. 

Sometimes  differences  in  wages  between  localities  are  due  to 
differences  in  the  productive  abilities  of  the  workers.  High 
wages  are  really  "high”  only  when  the  wage  payment  per 
unit  of  output  is  high.  To  some  extent  such  differences  in  pro¬ 
ductivity  account  for  variations  in  all  industries. 

Since  the  wares  of  manufacture  tend  to  be  sold  in  the  same 
markets,  it  is  natural  to  suppose  that  the  employers  of  poorly 
paid  labor  make  unusual  profits,  that  the  labor  is  exploited. 
Often  this  is  the  case,  but  sometimes  it  is  not.  The  concern 
paying  low  wages  may  be  unfavorably  located.  Or  the  man¬ 
agement  may  be  inefficient ;  that  is,  antiquated  machinery  or 
methods  may  keep  the  marginal  product  of  labor  below  the 
level  of  other  districts,  and  the  employer  does  not  receive  an 
unusually  large  profit.  Variations  in  marginal  productivity 
arising  from  variations  in  the  efficiency  of  the  management  or 
from  the  use  of  obsolete  equipment  cannot  persist  unless  there 
is  also  present  some  limitation  on  the  freedom  of  movement  of 
workers.  Where  limitations  are  not  present,  the  dwindling  of 
the  labor  supply  for  inefficient  firms  will  force  the  wages  paid 
by  them  to  the  same  level  as  those  paid  by  concerns  of  typical 
efficiency.  The  owners  of  the  less  efficient  plants  will  lose 
money ;  they  will  not  be  able  to  cover  all  supplementary  costs. 
And  this  is  as  it  should  be.  Society  cannot  afford  to  reward 
equally  the  results  of  good  and  poor  management. 

When  differences  in  wages  are  due  to  an  oversupply  of  labor 
in  some  localities,  society  will  gain  if  the  laborers  are  redis¬ 
tributed  ;  that  is,  it  will  do  so  if  the  cost  of  shifting  laborers 
from  one  district  to  another  does  not  exceed  the  gain  in  pro¬ 
duction  resulting  from  such  redistribution.  When  differences 
are  due  to  inefficiency  of  management,  society  will  gain  if  the 
inefficient  managers  are  forced  to  surrender  control  of  the 
factors  of  production. 
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The  Wages  of  Women.  It  is  notorious  that  women  are  more 
frequently  paid  extremely  low  wages  than  men  and  that  they 
often  appear  to  be  paid  lower  wages  for  the  same  work.  Some 
part  of  this  difference  is  due  to  the  greater  physical  strength 
and  endurance  of  men.  Another  cause  for  the  lower  wages  of 
women  and  girls  is  the  fact  that  most  of  them  are  not  perma¬ 
nent  workers.  The  younger  group  of  women,  who  do  not  re¬ 
main  long  in  industry,  must  go  into  work  that  can  be  quickly 
and  easily  learned.  They  take  up  the  so-called  blind-alley 
jobs.  Young  men,  because  they  expect  to  be  permanent  wage- 
earners,  are  more  likely  to  avoid  such  occupations. 

But  after  all  allowances  have  been  made  for  such  differences, 
the  fact  still  remains  that  women  usually  receive  lower  wages 
for  the  same  work  than  do  men.  This  difference  is  chiefly  due 
to  the  limited  opportunities  open  to  women.  Workers  com¬ 
pare  the  wages  offered  in  one  line  with  those  paid  in  other 
lines.  They  will  not  accept  a  wage  which  is  less  than  that 
offered  by  another  employment.  For  capable,  well-trained 
men  these  alternative  opportunities  are  more  numerous  than 
for  women.  In  the  long  run,  if  women  can  perform  a  given 
task  as  well  as  men,  only  women  will  be  employed  to  perform 
it,  and  the  wage  will  be  lower  than  if  men  were  employed. 
From  this  difference  in  wages  the  employer  derives  no  benefit. 
Competition  causes  the  prices  of  products  to  fall,  and  the  con- 
sumers  who  buy  the  goods  receive  the  gain. 

A  final  reason  for  the  lower  wages  of  women  is  found  in 
their  weaker  bargaining  power.  Since  they  are  largely  tem¬ 
porary  workers,  and  since  they  have  less  responsibility  for 
dependents,  they  are  not  so  easily  organized  into  trade  unions ; 
they  do  not  maintain  such  strong  unions  as  men  and  do  not 
fight  so  tenaciously  for  high  wages. 

Minimum-Wage  Legislation.  The  problem  of  the  exploited 
worker  and  of  the  worker  whose  efficiency  is  low  because  his 
wages  are  poor  has  been  attacked  by  means  of  minimum-wage 
laws.  It  is  not  our  purpose  to  describe  the  provisions  of  these 
laws.  The  principles  according  to  which  they  operate  do. 
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however,  fall  within  the  scope  of  the  present  chapter.  Two 
dissimilar  conditions  are  encountered  in  the  application  of 
minimum- wage  regulation :  (1)  wages  in  the  industry  to  be 
regulated  are  below  the  wages  paid  for  workers  of  equal  skill 
and  capacity  in  other  industries;  (2)  wages  are  not  below 
those  of  other  industries. 

If  wages  are  lower  than  in  other  industries  the  employers 
may  be  taking  the  difference  in  profits,  and  the  application  of 
wage  regulation  will  simply  force  the  employers  to  turn  over 
to  the  laborers  their  full  marginal  product. 

Often  wages  are  unfairly  low,  and  yet  the  employers  receive 
no  benefits  from  the  low  labor  cost.  Competition  among  them 
may  cause  all  the  gains  to  be  passed  on  to  the  consumers  of  the 
products  made  by  the  underpaid  workers.  Here  the  effect  of 
regulation  is  to  raise  prices  and  drive  some  employers  and 
some  employees  into  other  industries.  From  this  transfer 
some  social  gain  will  result.  Before  the  regulation  took  effect 
society  was  receiving  too  much  of  the  products  of  the  sort 
upon  which  the  underpaid  employees  were  engaged,  and  too 
little  of  some  other  products.  The  regulation  tends  to  remedy 
this  maladjustment  of  production. 

Underpayment  of  labor  may  exist  without  any  gain  either 
to  employers  or  to  consumers.  The  employers  may  be  in¬ 
efficient  as  a  group  or  there  may  be  failure  to  eliminate  the 
unfit  through  competition.  The  inefficient  employers  cut 
costs  by  reducing  wages  instead  of  increasing  efficiency.  La¬ 
bor,  being  immobile  and  redundant  in  supply,  cannot  help 
itself.  Regulation  in  this  case  should  drive  out  the  inefficient 
managers  or  cause  them  to  find  another  means  than  wage 
reduction  for  cutting  down  their  expenses. 

If  management  is  efficient,  if  there  is  no  exploitation  of  labor, 
and  if  the  industry  is  not  overexpanded,  the  attempt  to  raise 
wages  by  law  can  only  result  in  driving  both  labor  and  capital 
out  of  the  industry.  One  effect  of  the  raising  of  wages  by  law  is 
to  cause  employers  to  select  workers  with  greater  care.  The 
least  efficient  are  dropped  from  pay  rolls ;  the  more  capable  are 
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retained.  Therefore  the  excluded  workers  will  not  be  benefited ; 
they  may  even  suffer  from  the  operation  of  the  law.  Those 
who  are  retained  will  gain,  and  the  consumers  of  their  products 
will  lose. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  What  conditions  are  principally  responsible  for  the  immobility  of 
labor  ?  Is  mobility  desirable  ? 

2.  Immigration  into  a  country  has  the  general  effect  of  reducing 
wages.  But  a  heavy  immigration  within  a  short  period  of  time  might 
raise  the  wages  of  some  classes  of  labor.  Which  classes  ? 

3.  It  is  a  common  observation  that  wages  tend  to  be  higher  in  new 
countries  than  in  old.  How  can  you  account  for  this  tendency  ? 

4.  Even  if  we  could  provide  equal  opportunities  for  all  workers,  — 
equal  education  and  equal  opportunities  to  enter  trades  and  pro¬ 
fessions,  —  there  would  still  be  differences  in  wages,  because  of  dif¬ 
ferences  in  inherited  ability.  Does  it  follow  from  this  statement  that 
society  should  make  no  attempt  to  provide  equality  of  opportunity  ? 
Would  the  national  income  be  increased  by  greater  equality  ? 

5.  Is  it  desirable  that  men  should  earn  no  more  than  women  in  the 
same  occupations  ? 

6.  In  old  countries  where  social  stratification  is  well-defined  and 
relatively  permanent,  differences  in  wages  tend  to  be  more  perma¬ 
nent.  Why? 

7.  Enumerate  the  principal  forces  that  tend  to  eliminate  differences 
between  the  wages  of  different  groups  of  workers. 

8.  If  wages  for  all  types  of  workers  were  fixed  by  law  at  a  level 
above  the  competitive  marginal  productivity  of  these  workers,  could 
the  law  be  enforced  ? 

9.  A  minimum-wage  law  might  attempt  to  (a)  standardize  wages 
for  the  same  grade  of  labor  within  the  same  industry,  ( b )  standardize 
wages  for  the  same  grade  of  labor  in  all  industries,  (c)  raise  the  general 
level  of  wages  for  all  grades  of  labor  within  a  given  industry.  Which 
attempt  is  most  likely  to  succeed?  Why  is  it  important  to  raise  ab¬ 
normally  low  wages  to  the  standard  wage  of  the  trade  ? 


CHAPTER  XXVI 

THE  RENT  OF  LAND 

The  two  primary  factors  of  production  are  land  and  labor. 
In  the  preceding  chapters  we  have  studied  the  conditions  that 
determine  the  wages  of  labor  in  general  and  of  different  groups 
of  labor.  We  have  seen  how  labor’s  share  in  the  common  prod¬ 
uct  of  all  the  factors  is  determined.  In  this  chapter  we  shall 
apply  the  same  type  of  analysis  to  the  share  received  by  the 
owners  of  land. 

Land  as  a  Factor  in  Production.  In  economics  the  term 
"land”  includes  all  the  different  natural  resources  that  man 
calls  to  his  aid  in  production:  farms,  building  sites,  water¬ 
falls,  coal  fields,  oil  pools,  quarries,  and  mineral  deposits. 
These  natural  resources  differ  among  themselves  in  many 
ways,  yet  all  have  certain  physical  and  economic  characteris¬ 
tics  in  common :  all  are  limited  in  amount,  all  are  spatially 
immobile,  all  are  nonreproducible.  It  is  because  of  these  essen¬ 
tial  similarities  that  we  shall  consider  them  all  together  and 
call  the  share  which  accrues  to  them  in  competitive  distribu¬ 
tion  "rent.” 

The  similarities  of  natural  resources  must  not  be  allowed 
to  obscure  their  differences.  Mineral  deposits  are  nonrepro¬ 
ducible,  just  as  farm  land  is.  Unlike  the  latter,  however, 
mines,  quarries,  and  oil  pools  can  be  easily  exhausted.  More¬ 
over,  there  is  a  great  deal  of  variation  among  the  different 
items  of  any  kind  of  natural  resource  in  respect  to  richness 
and  accessibility.  Some  farming  areas  are  extremely  fertile 
and  others  are  relatively  barren;  some  mines  yield  nearly 
pure  metal  and  others  only  low-grade  ores.  Some  agricultural 
areas  and  mineral  deposits  are  near  the  ocean  or  other  bodies 
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of  navigable  water ;  others  are  buried  in  the  inaccessible  in¬ 
teriors  of  the  larger  continents.  Some  are  found  in  those 
sections  of  the  tropics  where  an  unhealthful  or  enervating 
climate  makes  utilization  by  civilized  man  next  to  impossible. 
Because  of  these  conditions  sometimes  naturally  rich  portions 
of  the  surface  of  the  earth  are  sparsely  populated  and  little 
used,  whereas  areas  far  less  fertile  swarm  with  workers.  In  some 
instances  the  progress  of  technique  has  reversed  the  relative 
desirability  of  two  areas.  The  first  settlers  in  the  United  States 
could  not  transport  goods  between  the  Mississippi  Valley  and 
the  Old  World.  For  them  the  sandy  Atlantic  coastal  plain  and 
the  rocky  hills  of  New  England  were  better  land  than  the 
fertile  fields  of  the  interior.  Later  the  building  of  canals  and 
railroads  reduced  the  difficulties  of  transportation ;  today  we 
regard  the  Mississippi  Valley  as  the  most  valuable  agricultural 
area  on  the  continent,  and  the  lands  of  New  England  and  most 
of  the  Atlantic  coastal  plain  are  regarded  as  distinctly  inferior 
in  productivity. 

The  Meaning  of  "Rent.”  In  economics  the  term  "rent” 
formerly  meant  a  payment  for  the  use  of  land  as  it  exists 
or  originally  existed  in  nature.  The  improvements  that  man 
makes  on  the  land  were  thought  to  have  their  own  peculiar 
return.  Yet  some  of  these  improvements  are,  relative  tojffie 
life  of  any  individual,  so  durable  that  they  tend  to  merge  with 
the  land  itself.  Of  such  a  nature  are  the  construction  of  "made 
lands”  along  water  fronts,  the  removal  of  stones  and  forests 
from  farming  areas,  the  drainage  of  swamps,  and  the  leveling 
of  sites  for  buildings.  Hence  in  more  recent  writings  on  eco¬ 
nomics  we  find  that  rent  is  defined  as  the  payment  for  the  use 
of  land  as  it  originally  existed,  together  with  the  payment  for 
such  man-made  improvements  as  are,  for  all  practical  pur¬ 
poses,  as  permanent  as  the  land  itself. 

In  business  usage  there  is  no  clear  distinction  between  rent 
and  the  return  for  capital  improvements  on  the  land.  It 
is  said  that  a  building  "rents”  for  so  many  dollars  a  year, 
which  is  the  payment  the  tenant  makes  for  the  use  of  both 
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the  land  on  which  the  building  stands  and  the  building  itself. 
This  return  is  a  payment  for  (1)  the  rent  of  the  land,  (2)  the 
use  of  the  building  and  other  improvements,  such  as  streets 
and  sidewalks,  and  (3)  the  time  of  the  landlord  or  his  agent 
in  supervising  the  total  investment  in  both  land  and  building. 
In  economic  terminology  we  should  say  that  the  payment  made 
by  the  tenant  consisted  of  (1)  rent,  (2)  interest  and  deprecia¬ 
tion,  (3)  wages,  and  possibly  (4)  profits ;  and  if  we  wished  to 
speak  of  the  total  payment  we  should  call  it  the  "business 
rental"  (or  simply  the  "rental”)  of  the  building. 

If  each  landowner  used  all  the  land  he  owned,  there  would 
be  no  payments  of  rent.  Yet  the  land  would  have  a  value, 
and  its  use  would  be  worth  just  as  much  as  though  it  were 
all  leased  to  other  people  by  the  owners.  Rent  which  landlords 
derive  from  the  use  of  their  own  land  is  called  implicit  rent ; 
that  which  they  receive  from  tenants  is  called  explicit  rent. 

The  distributive  share  with  which  we  are  dealing  is  the 
normal  competitive  return  to  land.  But  competition  does  not 
work  with  faultless  precision  in  the  market  for  land  leases. 
Sometimes  the  advantage  is  with  the  tenant ;  sometimes  it  is 
with  the  landlord.  Hence  the  rent  called  for  in  a  leasing  con¬ 
tract  may  be  either  more  or  less  than  the  economic  rent  of 
land.  Some  land,  especially  in  the  cities,  is  leased  for  very 
long  periods  of  time.  When  the  future  rental  is  agreed  upon 
in  advance,  there  is  almost  certain  to  be  error  in  calculating 
the  economic  rent,  and  contract  rent  does  not  always  agree 
with  economic  rent. 

This  discussion  of  terminology  cannot  omit  one  further  dis¬ 
tinction.  Many  writers  speak  of  the  "rent”  of  capital  goods. 
Now  it  is  true,  as  will  be  pointed  out  in  the  chapter  on  interest, 
that  durable  capital  goods  yield  a  return  which  is  in  some 
respects  similar  to  land  rent ;  but  the  identity  is  never  com¬ 
plete,  and  hence  it  is  well  to  limit  the  term  rent  to  pay¬ 
ments  made  for  the  use  of  land  or  to  these  and  implicit  land 
rent.  When  we  wish  to  imply  that  the  return  to  capital  goods  is 
like  the  return  to  land,  we  shall  employ  the  term  "capital  rent. 
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The  Demand  for  Land.  The  demand  for  land,  like  the  de¬ 
mand  for  labor,  is  usually  a  joint  demand.  When  it  is  used 
directly  by  the  consumer  for  residence,  some  capital  and  labor 
are  always  necessary  for  cooperation  with  it.  In  the  case  of 
producers’  use  it  is  obvious  that  land  is  never  used  alone.  In 
our  study  of  value  we  found  that  the  price  which  the  entre¬ 
preneur  will  offer  for  a  good  used  jointly  with  other  goods  de¬ 
pends  on  (1)  the  value  of  finished  product,  (2)  the  scarcity  of 
the  good  itself,  and  (3)  the  scarcity  of  the  cooperating  factors. 
And  this  principle  applies  to  land.  A  miner  working  a  bed  of 
minerals  will  offer  a  high  price  for  the  privilege  (have  a  high 
demand  price  for  the  land)  if  the  product  is  valuable,  if  the 
deposits  of  such  minerals  are  scarce,  and  if  the  labor  and  capi¬ 
tal  used  in  mining  are  relatively  plentiful  and  therefore  cheap ; 
if,  on  the  contrary,  the  ore  is  low  in  price,  if  the  deposits  are 
plentiful,  and  if  labor  and  capital  are  expensive,  he  will  not  be 
able  to  pay  the  landlord  very  much  for  the  use  of  the  mine. 

The  demand  of  all  society  for  available  land  is  affected  by 
the  same  conditions.  Land  in  a  densely  populated,  highly 
industrialized  community  generally  has  a  high  value  because 
many  workers  are  seeking  to  use  it,  because  the  population 
requires  a  large  amount  of  land  products  for  subsistence  and 
raw  materials,  and  because  there  is  much  capital  as  well  as 
many  laborers  available  for  combination  with  the  land.  And, 
other  things  being  equal,  the  denser  the  population  the  higher 
the  rent  of  the  land  on  which  the  population  lives. 

The  payment  of  rent  by  an  entrepreneur  depends  upon  the 
conditions  of  joint  demand  laid  down  in  the  preceding  section. 
We  may  first  ask  the  question  Under  what  conditions  would 
the  entrepreneur  pay  no  rent  ?  It  is  clear  that  the  mere  desire 
of  the  landowner  to  receive  rent  has  nothing  to  do  with  the 
answer.  In  the  first  place,  the  entrepreneur  cannot  be  com¬ 
pelled  to  pay  for  the  use  of  the  land  if  the  supply  of  it  is  so 
plentiful  that  the  refusal  of  any  particular  landowner  to  allow 
his  land  to  be  used  will  not  create  a  scarcity  of  land.  So  long 
as  land  of  the  best  grade  exists  in  such  quantities  that  some  of 
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it  is  out  of  use  all  the  time,  no  rent  can  arise ;  for  the  tenant 
upon  whom  the  demand  for  rent  might  be  made  would  simply 
substitute  some  of  the  unused  tract  for  the  one  he  had  been 
occupying.  And  since  the  land  is  not  scarce,  the  combination 
which  the  entrepreneur  would  make  between  land  and  the 
other  factors  would  be  such  that  the  latter  would  yield  the 
maximum  average  return  per  unit.  If,  however,  land  became 
so  scarce  that  the  variable  factors  labor,  capital,  and  entrepre¬ 
neurship  were  added  in  such  quantities  that  diminishing  returns 
set  in,  then  the  loss  of  any  amount  of  land  from  the  combina¬ 
tion  would  force  the  use  of  the  same  amount  of  labor  and 
capital  on  a  smaller  area  of  land,  and  the  total  return  from  the 
entrepreneur’s  operations  would  be  decreased.  The  entre¬ 
preneur  would  then  find  that  he  could  afford  to  pay  rent  for 
some  additional  land  which  would  increase  the  productivity 
of  the  entire  combination. 

We  may  suppose  that  an  entrepreneur  makes  a  combination 
of  100  acres  of  land  with  50  units  of  capital  and  50  units  of 
labor,  and  that  this  combination  yields  1000  bushels  of  grain. 
This  is  the  best  combination.  If  90  acres  were  used,  the 
product  would  be  something  less,  say  950  bushels.  If,  now, 
land  becomes  scarce,  —  that  is,  if  there  are  some  entrepre¬ 
neurs  without  land  or  some  who  need  more  land  to  make  better 
combinations  with  their  labor  and  capital,  —  then  bidding  for 
the  land  will  begin  to  take  place.  The  user  of  the  100-acre 
tract  will  either  have  to  give  up  some  land  or  pay  rent  for  it. 
If  he  gives  up,  say,  10  acres,  he  will  find  that  his  labor  and 
capital  will  produce  less  grain.  If  the  observed  decrease  in 
product  is  50  bushels,  then  the  average  return  for  labor  and 
capital  will  have  declined  from  10  bushels  per  unit  to  9.5 
bushels.  Evidently  he  could  as  well  afford  to  give  the  land¬ 
lord  50  bushels  for  the  use  of  the  land  as  to  reduce  his  farm  to 
90  acres,  and  if  there  is  competition  the  landlord  will  be  able 
to  obtain  rent  for  the  entire  tract. 

In  this  illustration  nothing  has  been  said  as  to  why  land 
becomes  scarce.  As  far  as  an  entrepreneur  is  concerned, 
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scarcity  arises  from  the  fact  that  other  entrepreneurs  are 
willing  to  bid  for  the  land.  They  are  willing  to  do  so  because 
they  are  in  possession  of  labor  and  capital  but  without  land, 
or  because  they  have  already  applied  more  labor  and  capital 
to  their  holding  of  land  than  has  the  first  entrepreneur  and 
can  therefore  improve  the  total  productivity  of  their  farms 
by  acquiring  some  additional  land. 

The  same  analysis  will  apply  if  we  assume  that  a  farmer 
comes  from  a  distant  place  to  begin  operations  in  a  well- 
settled  territory.  He  will  find  that  all  the  land  is  owned  and 
in  use.  We  may  suppose  that  he  will  go  to  several  farmers  and 
ask  them  to  allow  him  to  cultivate  a  portion  of  the  land  they 
occupy;  but  if  land  is  scarce  in  the  community,  if  all  of  it 
has  had  applied  to  it  that  amount  of  labor  and  capital  which 
brings  maximum  average  returns,  he  will  find  that  none  of 
them  will  allow  him  to  use  any  portion  of  their  land  unless  he 
pays  rent  for  it.  The  reason  is,  of  course,  that  if  they  parted 
with  any  portion  of  their  farms  they  would  be  forced  to  apply 
their  labor  and  capital  more  intensively  to  the  areas  remain¬ 
ing  to  them,  and  as  a  result  the  average  return  per  unit  of 
these  factors  would  fall. 

The  scarcity  of  land  arises  from  natural  limitations.  And 
in  any  given  stage  of  the  development  of  productive  technique 
the  land  resources  available  for  a  given  population  located  in 
a  given  geographical  area  are  for  practical  purposes  fixed. 
Some  land  can  be  "made.”  For  agricultural  uses  the  irriga¬ 
tion  of  arid  regions,  the  draining  of  swamps,  and  the  diking 
of  rivers  and  the  sea  may  add  small  amounts.  For  urban  uses 
the  filling  of  areas  otherwise  unsuited  for  the  support  of  build¬ 
ings  may  also  be  resorted  to.  But  these  methods  can  add  but 
a  negligible  fraction  to  our  natural  resources.  The  more  sig¬ 
nificant  method  of  increasing  the  supply  of  agricultural  and 
building  land  available  for  the  use  of  the  population  is  through 
changes  in  the  methods  and  cost  of  transportation.  Densely 
populated  areas,  such  as  England,  Holland,  and  the  northern 
Atlantic  seaboard  in  the  United  States,  produce  in  the  im- 
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mediate  locality  neither  their  food  supplies  nor  the  raw  mate¬ 
rials  for  their  manufactures :  they  draw  on  the  lands  of  other 
and  distant  regions  for  these  supplies.  But  their  ability  to 
do  this  depends  upon  a  low  cost  of  carriage.  These  facts  are 
important  when  one  considers  the  relation  between  the 
amounts  of  capital  and  labor  on  the  one  hand  and  land  on 
the  other.  For  many  sorts  of  production  the  combination 
between  these  factors  of  production  must  be  considered  on 
a  world-wide  scale. 

The  Amount  of  Rent.  The  amount  of  rent  that  will  be  paid 
for  any  piece  of  land  depends  upon  the  marginal  productivity 
of  that  land.  Let  us  assume  that  a  farmer  is  tilling  a  tract 
of  100  acres  with  the  application  of  100  units  of  labor  and 
capital.  His  crop  amounts  to  1000  bushels,  which  sell  for 
$2000.  If  he  subtracts  a  small  part  of  the  farm,  say  5  acres, 
and  leases  or  sells  it  to  another,  he  finds  that  his  total  product 
decreases.  This  follows  from  the  principle  of  diminishing 
returns,  since  the  100  units  of  labor  and  capital  are  now 
applied  to  a  smaller  area  of  land.  If  the  diminution  amounts 
to  25  bushels,  then  this  is  the  productivity  of  that  small  part 
of  the  farm.  It  should  be  noted  that  the  labor  and  capital 
will  now  produce  a  crop  worth  only  $1950.  Obviously  the 
farmer  would  not  allow  another  to  occupy  this  5-acre  tract 
unless  he  paid  $50  annually  for  the  privilege.  The  loss  accom¬ 
panying  the  subtraction  of  5  acres  measures  roughly  the  pro¬ 
ductivity  and  the  rent  of  that  tract.  The  rent  of  the  entire 
farm  is,  therefore,  approximately  $10  an  acre. 

There  is,  of  course,  a  slight  error  in  our  calculations,  because 
5  acres  is  a  rather  large  fraction  of  the  entire  100  acres.  The 
subtraction  of  so  large  an  amount  of  land  might  very  easily 
make  the  use  of  100  units  of  labor  and  capital  unprofitable 
and  cause  the  farmer  to  sell  or  lease  some  of  it  to  another 
person.  If,  however,  we  should  suppose  that  the  subtraction 
was  a  very  small  portion  of  the  farm,  then  this  subtraction 
would  not  affect  the  productivity  of  the  labor  and  capital 
(except  so  far  as  the  land  was  responsible  for  that  productivity), 
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and  the  difficulty  would  be  obviated.  If  1  acre  was  subtracted 
and  the  total  crop  reduced  by  5  bushels,  then  the  calculation 
of  the  rent  would  be  substantially  correct. 

Farmers  probably  do  not  often  experiment  in  exactly  the 
way  we  have  illustrated,  but  they  apply  the  same  principle. 
They  find  that  rents  are  fixed  by  the  market  and  that  the 
prices  of  labor  and  capital  are  also  determined  in  the  labor  and 
capital  markets.  They  then  make  the  best  combination  of  the 
factors,  these  prices  being  assumed,  and  they  discover  what 
is  the  best  combination  by  adding  now  a  little  more  capital 
and  labor  and  now  a  little  more  land.  If  typical  farmers  find 
that  they  can  profitably  dispense  with  some  land  and  make  a 
better  combination  by  leasing  smaller  farms,  then  the  demand 
for  land  will  decline  and  rents  will  fall ;  if,  on  the  other  hand, 
they  find  that  with  the  prices  of  the  factors  as  they  are,  better 
combinations  can  be  made  by  adding  more  land  to  the  capital, 
then  the  demand  for  land  will  rise  and  rents  will  also  rise.  If 
all  the  farmers  own  the  lands  they  occupy,  the  same  effects 
will  follow ,  but  since  no  contract  rent  is  paid,  the  increase  in 
the  demand  for  land  will  manifest  itself  in  higher  prices  for  it. 
Each  farmer  will  want  more  land,  and  the  prospects  of  better¬ 
ing  the  combination  of  the  factors  will  induce  each  to  bid  for 
additional  acres.  But  the  reason  for  this  rise  in  the  price  of 
land  is  the  rise  in  economic  rent. 

Rent  and  Differences  in  Land.  In  the  earliest  explanations  of 
rent  great  stress  was  laid  on  the  fact  that  different  tracts  of 
land  vary  greatly  in  their  natural  productiveness.  The  exist¬ 
ence  of  differences  in  the  productive  capacity  of  different  areas 
of  land  complicates  the  explanation  of  rent,  but  it  does  not 
introduce  any  new  principle.  The  explanation  is  complicated 
because  the  supply  of  land  is  made  up  of  competing  areas 
which  are  not  homogeneous.  In  Fig.  35  are  represented  three 
grades  of  land,  A,  B,  and  C,  which  are  unequally  productive. 
The  variable  factors  labor,  capital,  and  entrepreneurship  are 
applied  to  the  land  in  combined  units  and  in  doses  of  100  units 
priced  at  $1  a  unit.  Since  the  prices  which  the  entrepreneurs 
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must  pay  for  these  factors  remain  constant,  each  dose  can  be 
measured  either  in  physical  units  or  in  money.  In  the  dia¬ 
grams  the  physical  measure  of  the  variables  is  employed. 

If  the  demand  for  the  product  of  all  three  grades  of  land, 
say  wheat,  is  so  small  that  less  than  130  bushels  (that  is, 
100  X  1.3,  the  product  of  100  variables  on  grade  A  when  the 
best  combination  is  made)  is  required  by  consumers,  some 
of  grade  A  will  lie  idle.  Less  than  100  variables  will  be  com¬ 
bined  with  less  than  the  total  area  of  grade  A.  Since  some  of 


Fig.  35 

that  grade  is  idle  none  of  it  can  have  any  value  and  all  land 
will  be  a  free  good.  Wheat  will  sell  for  its  marginal  cost  in 
terms  of  the  variables  alone,  or  77  cents  a  bushel  (that  is, 
$100  -5-  130) ;  but  when  more  than  130  bushels  are  required, 
more  of  the  variables  will  be  applied  to  grade  A,  marginal  cost 
per  bushel  will  exceed  77  cents  owing  to  diminishing  returns, 
grade  A  will  become  a  scarce  agent  of  production  and  all  of 
it  will  yield  rent. 

But  when  demand  has  increased  to  the  point  where  it  is 
possible  to  apply  a  third  dose  of  the  variables  to  A,  it  is  found 
that  100  variables  will  produce  as  much  on  B  as  on  A.  The 
total  yield  derivable  from  the  third  application  on  A,  90 
bushels,  can  also  be  obtained  by  cultivating  B,  and  the  in- 
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crease  of  production  by  intensive  cultivation  of  the  best  grade 
will  occur  simultaneously  with  its  increase  by  extension  to  land 
of  the  second  grade.  The  two  margins,  the  intensive  on  A  and 
the  extensive  on  B,  must  be  equally  productive  if  there  is  free 
competition  and  if  the  variables  are  mobile,  since  farmers 
would  not  apply  more  than  300  of  the  variables  on  the  best 
land,  where  the  productivity  of  the  fourth  application  of  100 
units  of  the  variables  falls  to  70  bushels,  until  they  had  ex¬ 
hausted  the  possibilities  of  less  costly  production  on  land  of 
the  second  grade. 

When  consumers  demand  710  bushels  at  $2  a  bushel,  the 
best  land  will  receive  five  applications  of  the  variables,  or  a 
total  of  500  units,  costing  $500.  On  land  B  300  units  will  be 
applied.  Land  C  will  be  the  marginal  land,  because  on  it  $100 
worth  of  variables  just  pays  for  itself  by  yielding  a  crop  of 
50  bushels,  which  will  sell  for  $100.  The  price  of  wheat  will 
now  remain  at  $2  a  bushel  until  all  the  land  of  grade  C  has 
been  cultivated  to  the  point  of  maximum  average  returns. 

We  now  turn  to  the  measurement  of  rent  on  the  A  land. 
We  find  that  this  land  now  produces,  with  the  aid  of  500  units 
of  the  variables,  a  crop  of  450  bushels,  which  sells  for  $900. 
How  much  of  the  crop  will  the  landlord  receive  as  his  share  ? 
The  answer  is  that  he  will  be  able  to  compel  the  tenants  to 
pay  over  to  him  the  full  contribution  of  his  land  to  the  total 
crop  of  710  bushels.  This  amount  can  be  ascertained  in  a 
number  of  ways.  Suppose  that  the  variables  were  deprived  of 
the  use  of  land  A.  Then,  in  order  that  the  demand  might  be 
met,  they  would  have  to  be  employed  on  the  marginal  land, 
where  their  productivity  would  be  only  250  bushels.  Hence 
the  owner  of  land  A  can  compel  the  tenants  to  pay  to  him  the 
difference,  or  200  bushels.  This  is  the  "bushel  rent”  of  his 
land.  The  measurement  of  the  rent  of  land  A  can  also  be 
found  by  subtracting  the  total  cost  of  the  variables,  which 
measures  their  productivity  in  alternative  employments,  from 
the  total  value  of  the  common  product  of  these  variables 
and  land  A.  The  total  value  of  this  product  is  seen  to  be  $900, 
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and  the  total  cost  of  the  variables  is  $500.  Hence  the  money 
rent  of  land  A  is  $400,  which  agrees  with  the  amount  of  the 
bushel  rent  as  previously  computed.  By  similar  calculations  the 
rent  of  B  land  can  be  shown  to  amount  to  60  bushels,  or  $120. 

The  question  will  probably  occur  to  the  student  whether 
the  existence  of  land  rent  is  dependent  upon  the  differences 
in  the  productive  capacity  of  land.  If  we  mean  by  this  ques¬ 
tion,  Are  land  differences  as  we  find  them  a  factor  in  deter¬ 
mining  the  rent  of  particular  farms  and  of  particular  tracts  of 
city  land  ?  the  answer  must  be  an  affirmative  one.  The  exist¬ 
ence  of  poorer  land  does  affect  the  rent  of  the  better  grades, 
because  it  offers  alternative  opportunities  for  the  production 
of  goods.  And  the  rent  of  any  given  area  does  depend  upon 
its  superiority  to  no-rent  land.  On  the  other  hand,  it  is  not 
true  that  rent  would  not  exist  if  there  were  no  differences  in 
fertility,  location,  climate,  and  the  like.  Let  us  assume  that 
land  A  in  the  illustration  is  the  only  land  available  for  the 
supply  of  wheat.  When  more  than  130  bushels  are  demanded, 
rent  will  arise  on  this  land  because  the  withdrawal  of  any  part 
of  it  would  reduce  the  total  productivity  of  the  four  factors. 
And  when  the  intensive  margin  has  been  extended  to  the  point 
where  100  units  of  the  variables  produce  only  50  bushels 
(demand  now  requiring  a  total  of  450  bushels),  the  rent  of  the 
entire  area  of  land  A  will  be  200  bushels,  or  $400. 

In  the  preceding  discussion  of  the  rents  of  A  and  B  lands, 
we  have  assumed  that  the  variables  were  applied  to  all  grades 
of  land  in  relatively  large  separate  doses.  The  areas  of  the 
polygons  in  the  figure  thus  measure  the  average  productivity 
of  the  successive  doses  of  the  variables.  In  this  procedure 
there  is  some  error.  Evidently  the  first  units  of  the  first  dose 
of  100  units  of  variables  on  land  A  should  be  more  productive 
than  the  hundredth  unit.  The  productivity  would  vary  from 
1.4  to  1.2  bushels.  And  the  marginal  productivity  of  the  last 
unit  in  the  total  of  500  units  would  be  something  less  than 
0  5  of  a  bushel.  Hence  the  line  CD  is  a  more  accurate  rep¬ 
resentation  of  the  theoretical  operation  of  the  principle  of 
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diminishing  returns.  It  is  also  evident  that  if  the  marginal 
productivity  of  the  variables  applied  on  land  A  is  assumed 
to  be  less  than  0.5  of  a  bushel,  the  marginal  cost  of  production 
will  have  to  be  higher  than  $2  a  bushel,  and  the  marginal- 
demand  price  will  have  to  exceed  $2.  The  rent  of  land  A  will 
also  be  greater  than  was  found  when  doses  of  100  units  of 
variables  were  employed.  But  the  principles  of  explanation 
are  the  same  whether  the  doses  are  assumed  to  be  very  small 
or  relatively  large.  In  dealing  with  the  measurement  of  rent 
on  individual  tracts  of  land,  the  supposition  of  doses  of  100 
units  is  probably  nearer  reality,  and  it  does  not  lead  to  an  ap¬ 
preciable  inaccuracy ;  but  in  dealing  with  the  rent  of  all  the 
land  in  an  entire  country,  100  units  would  be  a  very  minute 
amount  compared  with  the  total  capital  and  labor  applied  to 
the  land ;  hence  in  our  explanation  of  the  generalized  theory 
of  rent  we  shall  use  a  continuous  curve,  such  as  AC,  in  Fig.  36, 
to  represent  the  productivity  of  the  variables. 

The  Generalized,  or  Social,  Theory  of  Rent.  Thus  far  the  ex¬ 
planation  of  rent  has  been  given  in  terms  of  individual  parcels 
of  land  and  in  terms  of  the  calculations  of  individual  entre¬ 
preneurs.  To  explain  the  rent  that  would  arise  throughout 
the  entire  country,  let  us  suppose  that  the  land  area  is 
made  up  of  a  given  number  of  entirely  homogeneous  units 
and  that  all  the  entrepreneurs  are  marginal.  Let  us  regard 
land  as  the  fixed  factor,  and  labor,  capital,  and  entrepreneur- 
ship  as  the  variables.  If,  now,  we  apply  the  existing  supply  of 
the  other  factors  —  labor,  capital,  and  entrepreneurship  —  to 
the  fixed  area  of  land,  we  shall  find  that  as  unit  after  unit  of 
the  former  is  added,  the  return  per  unit  (the  marginal  return) 
diminishes.  Finally,  when  all  the  variables  have  been  applied, 
a  certain  product  is  obtained.  In  Fig.  36,  a,  this  is  represented, 
by  OAPN.  But  the  last  unit  of  the  variables  produces  only 
NP  product.  The  sum  of  the  variables  is,  then,  responsible 
for  the  product  ODPN,  and  the  land  is  responsible  for  DAP. 
The  latter  area  in  the  figure  represents  rent.  But  this  illustra¬ 
tion  seems  to  imply  that  the  rent  is  a  residual  share,  and  this 
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is  not  the  case.  In  Fig.  36,  b,  we  have  represented  the  labor, 
capital,  and  management  as  the  fixed  factor  (several  factors 
combined)  and  land  as  the  variable.  When  OR  units  of  land 
have  been  applied  to  the  other  factors,  the  marginal  product 
is  now  RQ  and  the  rent  is  OSQR,  and  the  residual  area  SAQ 
is  the  combined  product  of  the  factors  other  than  land.  The 
rent  of  land  is  thus  seen  to  be  determined,  as  are  wages,  by 
the  marginal  product  of  the  factor  to  which  the  return  is 
paid  —  labor  in  the  case  of  wages,  and  rent  in  the  case  of  land. 

Y  Y 


There  is  a  degree  of  unreality  in  the  two  preceding  illustra¬ 
tions,  but  it  does  not  arise  out  of  the  method  of  analysis.  The 
lack  of  reality  arises  from  the  assumption  that  land  is  homo¬ 
geneous  and  that  the  labor  and  capital  of  society  are  applied 
to  land  in  "doses”  that  contain  an  unvarying  combination  of 
these  factors. 

The  illustrations  serve  one  important  purpose :  they  are  near 
enough  to  the  truth  to  show  what  tends  to  happen  to  rents 
when  the  other  factors  increase  in  amount  and  the  best  land  in 
a  country  has  all  been  brought  into  use  and  cultivated  past  the 
point  of  diminishing  returns.  In  Fig.  36,  a,  an  addition  of  the 
variables  past  the  point  N  on  OX  will  result  in  diminished 
returns  to  these  variables  and  in  an  increase  in  rent.  It  will 
have  this  effect  if  there  is  no  improvement  in  technique. 
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so  that  the  curve,  AC,  representing  diminishing  returns,  re¬ 
mains  fixed.  And  such  is  the  tendency.  As  population  in¬ 
creases,  the  margin  of  cultivation  is  forced  farther  and  farther 
toward  the  point  where  no  additional  raw  materials  and  food 
can  be  wrung  from  the  soil  and  each  acre  of  land  becomes  more 
and  more  important.  Its  marginal  productivity  is  increased, 
and  the  landlord’s  share  in  distribution  rises. 

To  combat  the  tendency  to  diminishing  returns,  man  has 
many  weapons.  But  they  are  all  of  one  type ;  they  all  lead 
to  a  more  complete  utilization  of  resources.  We  call  them 
"inventions”  or  "scientific  discoveries”  or  "more  efficient 
labor”  or  "better  methods  of  agriculture.”  The  effect  of  these 
improvements  is  to  raise  the  curve  AC  in  Fig.  36,  a,  farther 
above  OX.  And  as  long  as  men  can  devise  new  ways  of  captur¬ 
ing  natural  forces  or  of  avoiding  the  waste  of  those  they  now 
hold,  population  may  increase  without  reducing  the  marginal 
product  of  labor  and  capital. 

Agricultural  Rent.  The  economic  rent  of  any  particular 
farm  is  determined  according  to  the  productivity  of  the  land 
which  is  included  in  it.  But  this  statement  obscures  certain 
details  that  are  of  great  practical  importance.  When  one 
says  that  a  certain  amount  of  labor  and  capital  is  used  in  con¬ 
nection  with  a  tract  of  land,  he  is  ordinarily  understood  to 
mean  the  labor  and  capital  used  directly  in  farming.  But  pro¬ 
duction  is  usually  not  complete  when  crops  are  harvested. 
Wheat  is  not  a  consumable  good  :  it  must  be  transported  to  cen¬ 
tral  markets,  milled  into  flour,  distributed  to  consuming  cen¬ 
ters,  and  baked  into  bread  before  it  is  ready  for  consumption. 

The  labor  and  capital  used  in  transporting,  milling,  and 
baking  are  just  as  much  concerned  in  the  production  of  bread 
as  is  the  work  done  in  the  wheat  fields.  That  this  is  the  case 
is  known  to  everyone.  But  the  implications  of  these  facts  are 
not  always  so  well  recognized.  If  much  labor  and  capital 
must  be  used  to  carry  the  wheat  from  remote  land  where  it  is 
grown  to  the  consuming  centers,  the  productivity  of  this  re¬ 
mote  land  is  thereby  reduced.  Such  land  adds  less  to  the  total 
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finished  product  than  does  that  which  lies  nearer  these  centers, 
although  it  may  yield  just  as  large  a  crop  in  return  for  a  given 
amount  of  agricultural  labor  and  capital.  And  since  its  pro¬ 
ductivity  is  less,  its  rent  is  less.  It  is  customary  to  speak  of 
differences  in  rent  due  to  location  as  situation  rent.  Thus  a 
farm  near  a  large  city  which  is  no  more  fertile  than  one  distant 
by  a  thousand  miles  may  rent  for  50  per  cent  more.  And  this 
difference  is  situation  rent.  All  that  comes  of  this  distinction 
between  ordinary  rent  or  fertility  rent  and  the  excess  return 
on  the  more  favorably  located  land  is  to  call  attention  to  the 
fact  that  fertility  alone  does  not  determine  how  good  or  how 
poor  the  land  in  question  is.  The  reason  why  it  does  not  is 
that  fertility  alone  does  not  determine  what  the  marginal 
product  of  the  land  shall  be ;  something  depends  on  location. 

Agricultural  land  yields  various  products,  some  of  which  are 
very  scarce  relative  to  the  demand  for  them,  and  others  are 
plentiful.  This  relative  scarcity  arises  from  the  fact  that 
some  crops  may  be  grown  on  almost  any  sort  of  land,  whereas 
others  can  be  produced  with  reasonable  facility  only  on  lim¬ 
ited  areas.  And  these  limited  areas  have  higher  rents  than 
other  lands,  although  they  may  be  capable  of  producing  no 
more  of  the  plentiful  products  than  are  the  other  lands.  Lands 
in  the  citrus-growing  areas  of  the  United  States  yield  rents 
greatly  above  the  rents  of  the  best  wheat  land,  not  because 
they  would  produce  more  wheat  but  because  they  will  grow 
oranges  and  lemons  and  the  wheat  lands  will  not.  Still  another 
example  is  found  in  the  relatively  infertile  areas  near  New 
York  City,  which  yield  high  returns  to  labor  and  capital  be¬ 
cause  they  are  especially  suitable,  in  respect  to  both  location 
and  soil,  for  growing  perishable  foodstuffs,  such  as  vegetables 
and  small  fruits. 

Urban  Rent.  Land  in  a  city  may  be  used  either  for  resi¬ 
dence  or  for  business.  The  conditions  affecting  the  productiv¬ 
ity  of  land  used  for  these  two  purposes  are  not  entirely  the 
same.  The  rent  of  residential  sites  is  in  some  respects  closely 
akin  to  agricultural  rent.  The  demand  for  a  residential  site 
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depends  on  topography,  drainage,  and  other  fixed  conditions 
affecting  its  natural  capacity  to  meet  human  desires.  But 
man-made  conditions  affect  the  demand  for  urban  residential 
land  more  than  they  do  the  demand  for  farm  land.  Proximity 
to  good  schools,  efficient  passenger  transport,  public  improve¬ 
ments,  and  the  fashionableness  of  the  neighborhood  are  all 
major  factors  in  the  determination  of  the  price  that  people  will 
pay  for  the  occupancy  of  city  land  ;  they  are  less  important  in 
determining  the  demand  for  farms. 

The  rent  of  urban  land  used  for  business  purposes  is  deter¬ 
mined  almost  entirely  by  location.  Yet  the  desirability  of 
different  locations  is  largely  man-made.  Nature  does  one  very 
important  thing  :  it  limits  space.  Topography  plays  some  part, 
but  not  so  great  a  part  as  in  the  case  of  agricultural  land. 

High  business  rent  arises  in  the  centers  of  the  retail  and 
financial  districts.  Where  traffic  is  great  and  where  many 
people  congregate  it  is  possible  to  sell  goods  more  rapidly  than 
in  the  outskirts  of  the  city.  In  other  words,  the  limited  area 
in  the  heart  of  the  retail  district  has  a  high  productivity 
because  it  is  possible  to  transact  a  very  great  volume  of  trade 
on  it.  Hence  the  withdrawal  of  literally  any  square  rod  would 
cause  a  considerable  reduction  in  total  productivity.  The 
withdrawal  of  the  same  area  of  land  in  the  outskirts  of  the  city 
would  not  affect  total  productivity  by  anything  like  the  same 
amount.  Because  it  is  possible  to  drive  so  large  a  trade  on  a 
small  centrally  located  area,  lofty  buildings  are  erected  and 
much  capital  and  labor  are  used  in  conjunction  with  the  land. 
It  is  sometimes  said  that  high  rentals  are  the  result  of  heavy 
improvements,  but  this  is  not  the  case.  One  often  sees  high 
buildings,  erected  by  a  foolish  speculator,  which  do  not  cause 
the  site  on  which  they  stand  to  have  a  high  rent.  Rather  is  it 
true  that  the  great  demand  for  the  land  causes  it  to  be  highly 
improved. 

In  any  city  of  considerable  size  rather  well-defined  zones  of 
use  will  be  found.  The  highest  rents  are  found  in  the  retail 
and  financial  districts,  where  the  concentration  of  people  is 
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greatest  and  the  demand  highest.  Next  in  order  come  the 
districts  of  wholesale  trade  and  light  manufacturing,  then  the 
zone  of  heavy  manufacturing  and  such  businesses  as  coal 
yards  and  grain  elevators.  Between  the  business  area  and  the 
better  residential  districts  there  usually  exists  a  borderland 
which  at  any  given  time  is  devoted  to  residence.  Present 
rents  are  likely  to  be  low,  but  land  value  may  be  high  because 
of  the  prospective  use  of  the  property  for  manufacturing  or 
some  other  business.  Beyond  this  zone  lie  the  better  resi¬ 
dential  areas,  which  are  again  differentiated  according  to  the 
desirability  of  the  sites. 

Since  urban  rent  is  nearly  all  due  to  location,  it  follows 
that  the  land  values  and  rents  in  a  city  are  greatly  affected 
by  its  transportation  system.  The  retail  district  must  develop 
where  large  numbers  of  people  can  conveniently  reach  it ;  the 
wholesale  and  manufacturing  districts  must  be  served  by  the 
railroads ;  even  the  residential  districts  depend  for  their  desir¬ 
ability  upon  the  ease  with  which  people  who  live  in  them  can 
reach  other  parts  of  the  city. 

The  Unearned  Increment.  Land  is  the  only  factor  of  pro¬ 
duction  whose  supply  is  not  affected  by  real  cost.  All  labor 
is  more  or  less  irksome  to  the  average  person ;  at  least,  the 
amount  and  kind  of  work  performed  by  a  majority  of  us 
becomes  irksome.  Some  part  of  the  savings  of  society  is  made 
at  a  sacrifice  of  present  consumption.  Hence  wages  and  inter¬ 
est  are  thought  to  be  payments  necessary  to  secure  the  present 
supply  of  labor  and  capital.  The  real  cost  of  entrepreneurship 
stands  in  a  much  more  doubtful  position.  It  is  doubted  by 
some  economists  that  any  real  cost  is  entailed  by  entrepreneur- 
ship.  On  the  whole,  however,  the  position  of  land  is  unique ; 
there  is  no  vestige  of  real  cost  connected  with  its  supply.  More¬ 
over,  whether  real  costs  are  involved  or  not,  it  is  said  that  the 
landlord  is  in  no  wise  responsible  for  the  supply  and  cannot 
affect  it.  There  would  be  just  as  much  land  for  use,  it  is 
argued,  if  property  in  land  were  abolished  tomorrow. 

The  rent  paid  to  the  landlord,  it  is  concluded,  is  not  a 
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payment  necessary  to  bring  forth  the  supply  of  land.  To  this 
conclusion  we  must  in  the  main  agree.  Yet  there  are  several 
objections.  The  land  exists  as  so  much  physical  stuff.  It  is 
not  a  self-directing  agent  of  production.  Someone  must  plan 
for  its  use,  improve  it,  and,  if  it  is  leased,  attend  to  the  busi¬ 
ness  of  finding  tenants  and  collecting  the  rents.  Since  the 
landlord  performs  these  functions,  the  "rent”  which  he  re¬ 
ceives  is  partly  rent  and  partly  a  composite  of  wages,  capital 
return,  and  profits.  If  there  is  any  excess  of  returns  above  the 
fair  payment  for  the  performance  of  these  duties,  that  pay¬ 
ment  is  true  economic  rent  and  is  the  result  of  the  productivity 
of  the  land  and  not  of  the  landlord’s  activities.  It  is  unearned 
and  unnecessary  so  far  as  the  productive  process  is  concerned. 

So  much  we  may  grant.  But  when  it  is  argued,  as  it  is  by 
the  advocates  of  the  single  tax,  that  society  should  proceed 
at  once  to  deprive  the  landlords  of  their  rents,  we  are  not 
obliged  to  agree.  In  the  first  place,  the  argument  does  not 
take  into  account  the  fact  that  the  supplies  of  some  sorts  of 
labor  are  not  dependent  on  the  wages  ordinarily  paid  for  them. 
It  is  absurd  to  suppose  that  the  monetary  returns  received 
by  a  great  surgeon  or  by  a  popular  opera  star  are  "necessary” 
to  secure  these  services.  To  be  sure,  the  high  returns  to  these 
professional  workers  may  attract  more  people  into  their  fields 
than  if  only  the  wage  of  common  labor  were  ever  earned  in 
them ;  but  that  is  far  from  being  an  identical  proposition 
with  the  statement  that  unless  the  opera  star  received  $5000 
a  week  the  supply  of  such  artistic  talent  would  be  reduced. 
Of  more  practical  significance  and  therefore  of  more  weight 
as  an  argument  is  the  fact  that  a  large  number  of  people 
receive  higher  wages  than  are  necessary  to  cause  them  to 
put  forth  their  best  efforts  in  production.  Human  activity 
is  motivated  by  a  great  variety  of  objectives  and  conditions. 
It  is  fair,  therefore,  to  ask  the  advocates  of  the  single  tax 
whether  they  propose  to  tax  away  all  the  unearned  increment 
in  wages.  To  this  question  at  least  a  partial  answer  can  readily 
be  made.  Our  interest  in  high  wages  is  humanitarian  and 
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cultural.  We  believe  that  for  a  majority  of  the  people  higher 
wages  mean  greater  welfare.  And  so  long  as  an  augmentation 
of  wages  does  not,  in  the  long  run,  check  production  or  cause 
a  decline  in  the  total  productivity  of  all  the  people,  we  would 
not  do  anything  to  prevent  that  augmentation.  Rather,  we 
would  do  everything  possible  to  bring  it  about.  To  this 
answer  the  opponents  of  the  single  tax  make  the  following 
rejoinder.  They  say  that  the  rent  of  land  in  the  United  States 
is  very  widely  distributed.  It  is  not  received,  as  is  sometimes 
said  by  overardent  advocates  of  its  confiscation,  by  a  small 
idle  landholding  aristocracy.  Several  million  farmers  receive 
the  bulk  of  agricultural  rents.  In  the  smaller  cities  residential 
rents  go  chiefly  to  people  of  the  middle  classes.  The  rents  of 
business  property  are  probably  much  more  concentrated  ;  and 
in  the  great  cities  all  rents  are  likely  to  go  to  a  smaller,  wealthier 
group.  The  problem  of  the  "unearned  income  from  land,"  say 
the  opponents  of  the  single  tax,  is  mostly  a  problem  of  the  great 
cities  and  not  of  the  country  as  a  whole.  Outside  these  cities 
rent  is  part  of  the  income  which  helps  to  raise  the  standard  of 
living  of  much  the  same  group  that  is  aided  by  higher  wages. 

Another  objection  to  the  single-tax  program,  one  which 
runs  in  the  same  vein,  comes  from  those  who  see  in  the  taking 
of  interest  by  the  very  rich  another  instance  of  "unearned 
income.”  That  much  of  the  interest  now  paid  is  not  neces¬ 
sary  to  secure  the  present  supply  of  capital  might  as  well  be 
admitted.  Not  everyone  who  receives  5  per  cent  on  his  in¬ 
vestments  would  cease  to  save  if  the  rate  were  lowered  to 
2  per  cent.  Since  this  is  the  case  some  interest,  though  by  no 
means  all,  is  just  as  unnecessary  as  is  land  rent.  However, 
there  is  practical  difficulty  in  discovering  the  receivers  of 
unearned  interest  that  does  not  exist  in  the  case  of  rent.  We 
can  determine  with  a  fair  degree  of  accuracy  how  great  the 
true  rent  of  any  piece  of  land  is ;  we  cannot  determine  whether 
the  interest  payment  on  a  certain  bond  is  more  than  just  what 
was  necessary  to  induce  its  owner  to  save  the  money  he  used 
to  buy  it. 
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It  is  not  the  purpose  of  this  chapter  to  give  categorical 
answers  to  controversial  questions,  but  to  point  out  some  of 
the  fundamental  characteristics  of  rent.  However,  some  con¬ 
clusions  may  be  stated  on  the  topic  of  this  section.  Economic 
forces  cause  rent  to  exist.  The  institution  of  private  property 
in  land  gives  all  persons  the  legal  right  to  own  land  and  thus 
to  collect  rent.  As  far  as  economic  reasoning  goes,  we  can 
safely  conclude  that  rent  is  an  income  whose  payment  to  land¬ 
lords  does  not  affect  the  total  supply  of  natural  resources. 
But  it  does  not  follow  that  it  would  be  good  public  policy  to 
confiscate  economic  rent.  Whether  confiscation  would  be  in 
line  with  sound  public  policy  can  only  be  settled  after  all  the 
factors  affecting  social  welfare  have  been  considered.  Would 
it  be  for  the  best  interests  of  society  to  take  from  the  present 
owners  of  land  the  rents  they  expected  to  receive  when  they 
bought  land  ?  It  may  also  be  asked  whether  the  settlement 
of  America  would  have  taken  place  as  rapidly  as  it  did  if  the 
pioneers  had  known  in  advance  that  they  would  be  forbidden 
to  profit  from  the  rise  in  land  values.  Would  the  present  re¬ 
sources  of  the  country  continue  to  be  used  and  conserved  as 
efficiently  as  they  now  are  if  rents  were  confiscated  ?  Would 
private  initiative  in  the  further  development  of  mines  and 
water  power  be  discouraged  ?  These  and  other  important  social 
problems  connected  with  land  ownership  must  be  carefully 
considered  before  one  can  arrive  at  an  intelligent  judgment  as 
to  the  desirability  of  draining  rent  into  the  public  treasury. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  An  isolated  frontiersman  produces  a  scanty  crop  on  a  small  clear¬ 
ing.  He  uses  some  capital  to  aid  him.  Under  these  conditions  would  it 
be  possible  for  him  to  discover  whether  the  land  he  uses  yields  any  rent? 

2.  Criticize  the  following  statement:  "When  the  land  in  the  state 
of  X  was  first  taken  up  it  was  very  fertile.  But  because  of  careless  culti¬ 
vation  the  fertility  of  the  soil  was  depleted  and  diminishing  returns 
set  in.  Now  the  land  is  relatively  unproductive,  products  are  scarce 
and  rents  have  arisen.” 
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3.  How  would  an  improvement  in  the  transportation  of  the  products 
of  land  affect  the  situation  rent  (1)  of  lands  near  the  great  consuming 
centers  ?  (2)  of  those  distant  from  such  centers  ? 

4.  How  should  you  expect  an  improvement  that  lowered  the  cost 
of  production  on  the  best  grade  of  land  to  affect  the  rent  of  that  land  ? 
the  rent  of  the  second  grade  of  land,  if  there  are  more  than  two 
grades  ? 

5.  "Rent  is  a  result  and  not  a  cause  of  high  price.”  Is  this  state¬ 
ment  true  ?  Explain  why,  or  why  not. 

6.  "Since  man  did  not  make  the  land,  the  taking  of  rent  by  the 
landlord  is  taking  something  that  belongs  to  all  of  us.  It  is  a  bold, 
bare  robbery,  like  chattel  slavery.”  Do  you  agree  with  this  statement  ? 


CHAPTER  XXVII 


INTEREST 

Land  and  labor,  the  primary  factors  of  production,  yield 
returns  that  are  determined  by  their  marginal  productivity. 
The  third  factor,  capital,  also  receives  a  return  which,  like 
rent  and  wages,  is  a  share  in  the  common  product  of  all  the 
factors.  This  return  is  commonly  called  interest ;  but,  as  will 
presently  be  explained,  not  all  the  return  to  capital  goods  falls 
into  the  category  of  interest.  Part  is  replacement  of  the  origi¬ 
nal  investment  of  the  owner  of  the  goods.  But  before  we  can 
proceed  with  the  explanation  of  interest,  we  must  first  under¬ 
stand  the  nature  and  the  function  of  capital. 

Nature  and  Kinds  of  Capital.  In  business  usage  the  term 
"capital”  is  given  a  variety  of  meanings.  Sometimes  it  is 
taken  to  mean  the  net  investment  of  the  proprietors  in  the 
business  they  own,  —  that  is,  the  worth  of  the  enterprise  less 
all  obligations  to  persons  outside  the  proprietorship.  In  other 
cases  business  capital  means  the  total  investment  of  both  the 
proprietors  and  the  bondholders.  These  two  concepts  have 
in  common  the  idea  that  capital  is  the  amount  of  the  invest¬ 
ment  in  the  productive  enterprise.  But  the  worth  of  a  busi¬ 
ness  depends  primarily  on  its  earning  power.  If  the  earning 
power  of  an  enterprise  is  so  low  that  no  one  would  give  for 
it  the  amount  of  money  originally  invested,  then  the  earnings 
of  the  concern  and  not  the  original  investment  determine  its 
value.  On  the  other  hand,  if  the  earnings  show  a  return 
much  greater  than  could  ordinarily  be  obtained  from  the 
original  investment,  it  must  not  be  hastily  concluded  that  the 
concern  is  worth  more  than  the  amount  the  investors  have 
put  into  it.  We  must  know  whether  the  surplus  earnings  are 
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likely  to  continue  in  the  future;  whether  they  are  to  be 
attributed  to  a  specially  favorable  location,  to  patents,  or  to 
superior  management.  If  we  find  that  the  conditions  in  the 
business  are  such  that  the  surplus  earnings  are  likely  to  con¬ 
tinue  in  the  future,  we  conclude  that  the  capital  value  of  the 
business  exceeds  the  amount  of  money  the  owners  have  in¬ 
vested  in  it,  and  that  the  business  capital  exceeds  the  original 
cost  of  the  plant. 

The  economist’s  concept  is  different  from  the  business  man’s 
in  several  respects.  In  the  first  place,  the  economist  is  not 
concerned  with  the  total  investment.  That  may  consist  in 
part  of  goodwill  built  up  by  advertising  or  by  custom,  which 
is  not  capital.  Nor  is  he  concerned  with  the  capitalized  value 
of  the  business  as  a  going  concern.  For  economics  the  term 

"rapital”  means  anv-physira]  pfmnt  nf  prnHiu-tinn  othpr  than 
man  and 

All  capital  is  produced  bv  man.  It  consists  of  tangible^ 
goods,  of  physical  objects  that  can  be  produced  only  by  the 
expenditure  of  labor  and  the  use  of  natural  resources.  Hence 
all  capital  costs  sompthinv  to.pmHnce  if  a  machine  requires 
a  certain  amount  of  labor,  and  if  a  given  amount  of  natural 
resources  is  likewise  necessary,  then  the  cost  of  obtaining 
these  factors  is  the  cost  of  the  machine. 

Capital  is  said  to  be  saved.  By  this  we^mean  that  instead 
of  using  land  and  labor  to  produce  goocfs  immediately  usable 
in  consumption  we  choose  to  make  a  machine  whose  products 
will  only  be  available  in  the  future.  .Saving  is  the  ^  gAtHj:itr 
aside  purchasing  PQWPr  foc-ihe  paympnt  nf  thp  pypnnspq  nf 
making  capital.  It  involves  a  decision  to  forgo  immediate 
consumption  and  take  a  money  income  in  the  future  instead. 

Producers’  capital  consists  of  all  produced  means  of  pro¬ 
duction  employed  by  entrepreneurs  in  business  undertakings ; 
consumers’  capital  consists  of  produced  means  of  production 
which  yield  direct  utilities  to  their  users.  The  distinction  is 
not  made  on  the  basis  of  any  physical  difference  between  the 
two  kinds  of  capital  but  on  the  use  to  which  the  good  is  put. 
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A  house  owned  by  the  person  who  lives  in  it  is  consumers’ 
capital,  and  the  same  house  used  for  a  store  or  a  work  place 
is  producers’  capital.  For  the  most  part  there  is,  of  course,  a 
physical  difference.  The  greater  part  of  producers’  capital 
consists  of  machines,  business  buildings,  railroads,  and  other 
equipment.  There  is,  however,  a  more  important  reason  for 
the  distinction.  Consumers’  capital  is  always  used  for  direct 
gratification  of  personal  wants.  Producers’  capital,  on  the 
other  hand,  is  used  by  entrepreneurs  solely  to  produce  a 
money  income.  Its  employment'  is  controlled  by  purely  busi¬ 
ness  motives,  and  it  is  valued  for  the  monetary  returns  it  will 
bring  in.  The  employment  of  consumers’  capital  is  affected 
by  whim,  fad,  impulse,  and  all  the  other  imponderable  con¬ 
siderations  that  rule  in  the  domain  of  consumption.  In  the 
discussion  of  interest  we  shall  confine  our  attention  to  pro¬ 
ducers’  capital,  because  it  constitutes  by  far  the  major  part 
of  the  sum  of  durable  economic  goods,  land  excluded. 

It  is  not  usual  for  the  economist  to  call  nondurable  con¬ 
sumers’  goods  capital.  Bread  is  not  capital  but  "product.” 
On  the  other  hand,  coal  consumed  in  a  factory  is  capital. 
Both  coal  and  bread  are  perishable  in  the  sense  that  they  lose 
their  utility  and  their  value  with  a  single  act  of  use.  The  dis¬ 
tinction  between  consumers’  goods,  which  are  highly  perish¬ 
able,  and  producers’  goods,  which,  like  coal,  are  also  perishable, 
is  not  logical.  Both  would  be  called  capital  by  one  who  wished 
to  be  entirely  consistent.  But  there  is  a  difference  in  that  the 
coal  consumed  in  a  factory,  if  properly  used,  will  aid  in  the 
production  of  some  valuable  physical  good  or  salable  service, 
whereas  the  bread  gives  rise  only  to  the  final  product  of  all 
economic  activity  —  the  satisfaction  of  human  desires.  We 
identify  the  bread  with  the  satisfactions  themselves.  We  do 
not  do  so  — cannot,  in  fact  —  with  the  coal,  unless  perchance 
we  burn  it  in  our  homes,  when  it  can  no  longer  be  considered 
producers’  capital. 

Kinds  of  Producers’  Capital.  Producers’  capital  is  not  homo¬ 
geneous.  Some  forms  are  durable  and  others  are  perishable  r* 
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part  is  specialized  capital  and  part  is  nonspecialized,  or  free, 
capital.  A  machine  designed  to  perform  a  mechanical  opera¬ 
tion  of  a  limited  sort  is  called  "specialized”  capital ;  a  build¬ 
ing  that  can  be  used  for  a  variety  of  purposes  is  called  "free” 
capital.  In  general,  most  raw  materials,  metallic  money,  some 
machines,  and  some  types  of  building  are  examples  of  free 
capital.  The  entrepreneur  can  quickly  withdraw  his  free  capi¬ 
tal  from  an  unprofitable  employment,  but  not  his  specialized 
capital.  So,  too,  he  can  withdraw  his  investment  from  perish¬ 
able  capital,  but  not  from  durable  capital.  From  this  differ¬ 
ence  arises  the  fact  that  old  specialized  capital  may  yield  a 
net  return  which  is  far  below  the  going  rate  of  interest.  It 
continues  to  do  so  because  it  cannot  be  shifted  to  any  other 
use,  and  because  it  has  not  entirely  ceased  to  be  productive 
and  the  entrepreneur  cannot  afford  to  abandon  it. 

In  Chapter  XXV  we  used  the  term  "mobility  of  labor.” 
Capital  also  possesses  a  certain  degree  of  mobility.  Free 
capital  has  industrial  mobility;  that  is,  it  can  be  diverted 
from  the  industry  toward  which  it  was  intended  to  move  and 
be  directed  to  other  uses.  But  much  capital  does  not  have  a 
great  deal  of  mobility;  it  must  remain  where  it  is  first  in¬ 
stalled,  and  most  must  stay  in  the  industry  for  which  it  was 
made.  Yet  we  constantly  read  that  capital  has  been  shifted 
from  one  industry  to  another,  as  though  it  could  be  moved 
about  with  the  greatest  freedom.  What  usually  happens  is 
that  investments  have  been  shifted.  Capital  yields  its  owners 
a  return  which  they  may  invest  in  a  great  variety  of  employ¬ 
ments.  A  part  of  this  return,  as  we  have  already  said,  is  repay¬ 
ment  of  the  investment.  The  machine  wears  out ;  but  if  the 
investment  of  money  in  it  has  been  wise  the  owner  will  receive 
from  it  during  its  lifetime  a  sufficient  amount  to  pay  back  its 
original  cost  plus  interest.  He  may  use  the  interest  for  the 
purchase  of  consumers’  goods ;  but  unless  he  wishes  to  dissi¬ 
pate  the  wealth  he  owns  he  must  reinvest  that  portion  of  the 
earnings  of  the  machine  which  amounts  to  its  original  cost. 
This  we  may  call  the  replacement  fund. 
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When  capital  shifts  from  one  industry  to  another,  it  is  the 
replacement  fund  whirh  is  hpincr  Hi^rfPri  As  shipping  de¬ 
clined,  capital  was  shifted  to  the  textile  industry.  No  diversion 
of  capital  goods  could  have  occurred,  of  course.  What  did 
probably  happen  was  that  the  owners  of  vessels  failed  to 
replace  them  and  diverted  the  replacement  fund  to  the  pur¬ 
chase  of  factory  equipment.  In  the  same  way,  investments  in 
perishable  capital  are  constantly  on  the  move.  In  one  year 
the  banks  may  lend  large  sums  of  money  to  one  industry  and 
in  the  next  to  an  entirely  different  industry.  Because  bank 
loans  are  commonly  used  to  purchase  raw  materials  and  to 
pay  laborers,  they  are  quickly  repaid.  When  the  demand  for 
loans  in  one  line  of  production  declines,  the  banks  seek  loans 
in  another  quarter ;  hence  the  capital  goods  which  the  banks 
finance  may  be  greatly  changed  in  a  very  short  period  of  time. 

It  should  now  be  clear  that  capital  is  not  a  "sum  of  values”  : 
it  always  consists  of  physical  objects.  But  these  objects  have 
value ;  and  since  they  are  very  unlike  physically,  about  the 
only  way  in  which  they  can  be  reduced  to  a  common  denomi¬ 
nator  is  in  terms  of  value.  It  is  for  this  reason  that  the  business 
man  when  asked  how  great  his  capital  is  will  usually  reply  by 
stating  its  estimated  money  value.  But  the  money  value  of 
capital  is  no  more  capital  than  bushels  are  wheat. 

The  Return  to  Capital  Goods.  Capital,  as  a  physical  agent  of 
production,  yields  a  return  based  on  its  marginal  productivity. 
That  is,  a  machine  is  a  factor  of  production  as  well  as  the  labor 
that  tends  it  and  the  land  on  which  it  stands.  Like  that  of  the 
other  factors,  its  return  is  governed  by  marginal  productivity. 
The  entrepreneur  discovers  the  productivity  of  capital,  just 
as  he  discovers  the  productivity  of  land  or  labor,  by  varying 
the  proportions,  .of.jall  three  factors  untiThe obtains  the  com¬ 
bination  that  -wilLarnrinre  gry>dg  at  the  lowest  unit  rost  if 
marginal  entrepreneurs  find  that  they  can  profitably  substi¬ 
tute  labor  for  capital,  then  there  will  probably  be  a  surplus  of 
the  latter;  its  marginal  productivity  and  price  will  decline; 
and  old  capital  will  be  revalued.  With  this  fall  in  price  more 
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capital  will  be  employed  —  a  resubstitution  will  occur  —  and 
finally  the  total  supply  will  be  taken  into  industry  at  prices 
that  correspond  to  the  productivity  of  capital. 

Unless  the  price  paid  for  capital  covers  its  cost,  its  supply 
will  be  contracted  and  its  marginal  productivity  will  rise. 
Hence  there  is  a  relation  between  the  cost  of  capital  and  its 
earnings.  But  this  relationship  is  very  complex.  In  the  first 
place,  it  should  be  noted  that  the  entrepreneur  makes  a  dif¬ 
ferent  calculation  for  the  machine  from  the  calculation  he 
makes  for  labor.  The  product  of  labor  is  work,  and  for  that 
the  entrepreneur  pays  wages.  He  does  not  buy  the  laborer ; 
he  does  buy  the  machine.  Having  invested  a  sum  of  money  in 
it,  he  must  look  forward  to  replacing  it  when  wear  and  tear 
and  the  progress  of  technique  have  rendered  it  unproductive. 
He  does  not  need  to  make  any  such  provision  for  labor.  More¬ 
over,  he  buys  the  services  of  labor  and,  within  a  short  time, 
turns  these  services  into  goods,  which  he  sells.  But  when  he 
buys  the  machine  he  must  ordinarily  wait  for  his  return  and 
must  take  risks  that  come  with  decisions  in  respect  to  future 
events. 

In  buying  a  machine  the  entrepreneur  must  first  estimate 
its  marginal  productivity  —  its  annual  earnings  throughout  its 
life  of  usefulness.  From  these  earnings  he  must  then  deduct 
an  annual  amount  which  when  accumulated  during  the  life 
of  the  machine  will  return  to  him  the  original  investment.  If 
the  machine  does  not  earn  this  amount,  it  is  clearly  an  un¬ 
profitable  investment.  And  it  must  earn  something  more  than 
this  if  the  entrepreneur  is  to  receive  any  interest  on  his  savings 
invested  in  it.  For  example,  a  machine  which  cost  $1000 
and  which  wore  out  in  one  year  would  need  to  earn  at  least 
$1000  during  the  year  before  the  entrepreneur  owning  it  could 
recover  his  original  outlay.  If  it  earned  $1060,  and  if  the  going 
rate  of  interest  was  at  6  per  cent,  then  its  marginal  net  product 
of  $60  would  exactly  equal  the  interest  charge  for  that  time. 
To  put  it  another  way,  a  machine  which  would  earn  $1060 
gross  would  be  worth  $1000. 
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If  men  were  willing  to  exchange  present  goods  (goods  whose 
money  value  or  consumers’  service  can  be  had  now)  for  an 
equal  amount  of  future  goods  of  the  same  sort,  then  the  pro¬ 
ducer  of  a  capital  good  could  sell  it  for  the  sum  of  its  marginal 
gross  products.  And  such  capital  goods  would  be  multiplied 
until  their  costs  and  the  marginal  products  were  equal.  But, 
as  a  rule,  no  exchange  between  present  and  future  goods  takes 
place  unless  the  future  goods  have  first  been  scaled  down  in 
value  or  discounted  at  the  going  rate  of  interest. 

We  may  summarize  the  discussion  of  the  productivity  of 
capital  thus  far  given  as  follows:  capital  goods,  like  other 
factors  of  production,  earn  returns  based  on  their  marginal 
productivity.  But,  unlike  labor  and  land,  the  supplies  of 
capital  goods  are  affected  by  their  direct  money  costs,  and 
unless  these  costs  can  be  defrayed  from  the  marginal  product 
of  the  capital  goods  they  will  not  be  produced.  Partly  because 
they  are  durable  but  chiefly  because  the  capitalistic  process 
of  production  requires  time,  capital  goods  yield  their  products 
mainly  in  the  future.  Since  men  do  not  exchange  present  for 
future  goods  unless  the  latter  are  discounted,  capital  goods 
must  ordinarily  yield  returns  that  exceed  their  costs.  If  they 
do  not,  the  labor  that  might  have  been  invested  in  them  will 
be  diverted  to  the  production  of  goods  and  services  for  more 
immediate  use. 

The  Superior  Productivity  of  Capital.  It  is  evident  that  capital 
labors  under  the  handicap  of  having  its  returns  discounted  at 
the  going  rate  of  interest.  This  raises  the  question  why  men 
ever  employ  it  when  they  might  easily  use  labor  and  land  for 
immediate  production.  The  answer  to  this  question  is  found 
in  the  superior  productivity  of  the  roundabout,  or  capitalistic, 
method  of  production.  The  same  amount  of  labor  applied  to 
the  making  of  machinery  will  often  yield  many  times  the 
product  that  it  could  create  if  it  were  applied  directly  to 
natural  resources.  For  example,  a  savage  can  grow  scanty 
crops  without  the  aid  of  a  plow  or  any  other  capital.  He 
merely  scratches  the  soil  with  the  first  conveniently  formed 
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stone  or  stick  that  comes  to  hand  and  scatters  seed.  A  some¬ 
what  more  highly  developed  civilization  would  make  use  of 
crude  implements  and  gain  a  much  larger  harvest.  Modern 
agriculture  utilizes  tools  that  can  be  had  only  as  a  result  of 
a  high  degree  of  development  of  the  arts  of  metallurgy  and 
engineering.  Instead  of  setting  to  work  to  produce  the  crop 
in  the  shortest  period  of  time  and  by  the  most  direct  methods, 
capitalistic  production  engages  in  many  preliminary  processes 
before  any  consumable  product  emerges.  As  the  technique  of 
production  becomes  more  and  more  complex,  these  steps  are 
multiplied  in  number,  and  the  time  that  must  elapse  between 
the  inauguration  of  the  process  and  its  completion  becomes 
longer.  The  longer  period  of  time  is  made  necessary  by  the 
variety  and  number  of  the  preliminary  steps  and  by  the  fact 
that  the  machines  and  other  equipment  are  durable.  They  are 
durable  not  by  choice,  but  because  there  is  no  escape  from 
durability.  Here  we  must  guard  against  a  possible  misappre¬ 
hension.  Men  contrive  to  the  limit  of  their  powers  to  shorten 
the  time  required  by  the  productive  process.  Factory-owners 
no  more  desire  to  have  their  savings  tied  up  in  raw  materials 
and  half-finished  goods  than  merchants  want  to  keep  goods 
a  long  time  before  they  sell  them.  Nor  would  they  prefer  a 
machine  that  turned  out  ten  thousand  articles  in  ten  years 
to  one  that  shaped  the  same  number  of  articles  in  five  years. 
But  unfortunately  such  capital  goods  as  machines  cannot  be 
quickly  exhausted  of  their  productive  capacity,  and  as  a  con¬ 
sequence  a  machine-using  industry  must  put  more  time  be¬ 
tween  the  beginning  and  the  end  of  the  productive  process 
than  the  direct,  noncapitalistic  industry  does. 

The  explanation  of  the  superior  productivity  of  the  round¬ 
about,  machine,  or  capitalistic  method  is  not  difficult.  Yet 
it  is  sometimes  said  that  roundaboutness  of  production  in¬ 
creases  product.  This  is  not  the  case.  Roundaboutness  is  an 
unescapable  incident  of  the  method,  but  it  adds  nothing. 
The  machine  method  is  more  productive,  in  the  first  place, 
because  it  enables  man  to  capture  and  control  natural  forces 
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that  would  otherwise  escape  him.  To  the  savage  the  water¬ 
fall  is  not  an  aid  in  production,  because  he  cannot  utilize  its 
energy ;  nor  could  modern  man,  were  it  not  for  the  use  of 
capital.  In  the  second  place,  the  capitalistic  method  enables 
man  to  accomplish  certain  results  that  are  impossible  for 
unaided  labor :  to  tunnel  mountains,  to  create  waterfalls  by 
means  of  dams,  to  move  large  weights  and  to  move  them  at 
a  speed  beyond  the  capacity  of  man  or  of  work  animals.  It 
is  the  superior  productivity  of  many  sorts  of  capital  as  com¬ 
pared  with  direct  labor  that  causes  capital  to  be  used  in  pro¬ 
duction.  But  the  fact  that  the  method  is  roundabout  does 
not  increase  the  productivity.  Yet  some  productive  processes 
seem  to  require  merely  time  for  their  completion.  When  wine 
ages  it  changes  in  quality  and  therefore  in  value.  Fruit  ripens 
and  lumber  cures.  Back  of  these  common  terms,  "cure”  and 
"age,”  lie  chemical  and  physical  processes.  And  these  happen 
in  time ;  but  it  is  not  the  passage  of  time  nor  the  roundabout¬ 
ness  of  the  processes  that  produces  the  change. 

Not  all  roundabout  processes  are  superior  in  productivity. 
Many  ways  of  spending  labor  in  the  making  of  machinery 
cannot  be  employed,  because  they  are  either  not  superior 
to  labor  working  more  directly  with  natural  resources  or  they 
are  not  sufficiently  superior  to  offset  the  discount  arising  from 
the  phenomenon  of  interest.  The  entrepreneur  selects  from 
among  all  the  variety  of  methods  of  using  labor,  both  direct 
and  indirect,  those  that  yield  the  maximum  returns.  The  rate 
of  interest  prevailing  in  the  community  and  the  productiv¬ 
ity  of  the  roundabout  method,  as  compared  with  the  direct 
method,  both  affect  his  decision. 

Time  Preference.  We  have  said  that  men  generally  will  not 
exchange  a  present  good  for  a  future  good  unless  the  latter  is 
more  valuable.  This  general  statement  is  only  typically  true. 
We  must  note  first  that  the  statement  does  not  say  that  an 
individual  prefers  any  present  good  taken  at  random  to  a 
given  future  good.  It  would  be  absurd  to  suppose  that  he 
preferred  a  present  good  of  low  utility  to  a  future  good  of 
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high  utility.  The  statement  does  say  that  he  will  usually 
prefer  a  present  good  to  a  future  good  of  the  same  sort.  In 
the  second  place,  the  statement  does  not  take  account  of 
certain  cases  where  desires  change  with  the  passage  of  time. 
The  schoolboy  has  no  present  use  for  the  paraphernalia  of  a 
lawyer’s  office.  He  knows,  if  he  intends  to  become  a  lawyer, 
that  he  will  require  an  office  in  the  future,  and  he  prefers  to 
have  it  then  and  not  now.  In  winter  one  does  not  usually 
want  ice  as  much  as  he  will  want  it  during  the  coming  summer. 
These  and  similar  cases  are  modifications  of  the  general  state¬ 
ment.  It  is  admitted  that  individual  valuations  change  with 
the  passage  of  time,  and  the  individual  knows  this  fact  and 
takes  it  into  account;  it  is  also  admitted  that  individual 
valuations  change  with  changing  environment,  and  this  too 
the  individual  knows  and  takes  into  account. 

The  explanation  of  this  customary  discount  on  future  goods 
is  not  entirely  clear.  Several  reasons  for  it  have  been  ad¬ 
vanced  by  different  economists,  and  we  may  note  them 
briefly  with  the  warning  that  all  are  largely  conjectural.  In 
the  first  place,  the  fact  that  men  know  the  future  to  be  un¬ 
certain  is  said  to  be  a  factor  in  causing  the  discount.  Since 
we  may  not  live  to  enjoy  future  goods,  we  set  a  lower  value 
on  them  than  on  present  goods.  There  is  also  the  chance 
that  conditions  will  change  and  that  the  future  goods  may 
not  yield  as  much  satisfaction  as  we  now  anticipate.  It  is 
also  said  that  men,  being  generally  optimistic,  believe  that 
they  will  be  better  provided  with  goods  in  the  future  than 
they  now  are,  and  therefore,  according  to  the  principle  of 
diminishing  utility,  scale  down  the  value  of  future  income. 

Whatever  may  be  the  cause  of  the  discount  on  future  goods, 
we  are  sure  that  it  exists  because  the  evidence  lies  everywhere 
about  us.  Men  do  not  lend  money  except  as  an  act  of  courtesy 
between  friends  or  out  of  charity  unless  the  lender  agrees  to 
return  the  original  loan  with  something  in  addition.  A  child 
offered  a  choice  between  a  treat  today  and  a  treat  a  month 
hence  usually  chooses  the  present  enjoyment.  This  phenome- 
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non  of  discount  of  the  future  has  been  called  time  preference 
by  Professor  Irving  Fisher.1  In  his  words,  "It  is  the  (percent¬ 
age)  excess  of  the  present  desirability  of  present  goods  over 
the  present  desirability  of  an  equal  amount  of  future  goods." 
In  its  generalized  statement  time  preference  is  a  preference  for 
present  income  as  compared  with  future  income ;  and  in  terms 
of  the  money  economy  it  is  a  preference  for  present  purchasing 
power  as  compared  with  future  purchasing  power. 

Individuals  differ  considerably  in  respect  to  their  preference 
for  present  rather  than  future  income.  Some  can  scarcely 
save  anything  at  all,  so  great  is  their  preference  for  the 
present.  Others  constantly  deny  themselves  present  enjoy¬ 
ments  for  the  sake  of  piling  up  investments  from  which  they 
hope  to  derive  a  future  income.  And  they  do  this  to  such  an 
extent  that,  in  the  opinion  of  their  friends,  they  live  con¬ 
strained  and  unpleasant  lives.  Why  these  individual  differ¬ 
ences  in  time  preference  exist  does  not  concern  us  very  much. 
Like  the  variety  of  tastes  and  desires  for  present  consumers’ 
goods  among  different  people,  they  are  things  that  a  prelim¬ 
inary  study  of  economics  takes  for  granted. 

The  same  person  may  have,  as  we  have  already  noted,  a 
different  rate  of  time  preference  under  different  circumstances. 
In  youth  most  men  are  prodigal  of  income;  in  middle  life 
they  become  more  parsimonious.  But  the  principal  external 
cause  of  individual  variations  in  time  preference  is  difference 
in  wants  and  provisions  for  wants ;  that  is,  difference  in  the 
amount  of  income  of  individuals  as  compared  with  their 
needs.  A  poor  man  can  hardly  be  induced  to  save  anything 
at  all.  If  he  saves  he  must  forego  some  of  the  necessities  of 
life,  and  scarcely  any  rate  of  interest  could  compensate  for 
that.  The  rich  man,  on  the  other  hand,  may  easily  save  a 
large  portion  of  his  income  if  he  has  not  cultivated  expen¬ 
sive  habits  of  consumption. 

The  rate  of  individual  time  preference  is  affected  by  the 

1  Irving  Fisher,  The  Rate  of  Interest ,  p.  88.  Copyright  (1907),  by  The  Macmillan 
Company.  Reprinted  by  permission. 
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future  relationship  of  income  and  needs  as  well  as  by  the 
present  relation  between  these  two  sides  of  the  personal 
budget.  Man  anticipates  and  plans  for  the  future,  and  he 
therefore  takes  into  account  in  his  activities  and  decisions 
many  future  events.  For  example,  if  income  is  rising  and 
needs  in  the  future  are  expected  to  remain  constant,  the  rela¬ 
tion  between  income  and  need  in  the  present  will  be  affected. 
Under  these  conditions  the  rate  of  time  preference  tends  to 
be  high,  and  one  may  reasonably  borrow  to  increase  present 
consumption.  On  the  other  hand,  if  future  needs  are  expected 
to  rise  and  income  remain  constant,  the  individual  tends  to 
have  a  low  rate  of  time  preference  and  to  save  something 
to  eke  out  his  future  income.  Thus  in  the  private  economy 
of  those  who  have  more  than  enough  income  to  buy  the  ur¬ 
gent  necessities  of  life,  there  is  a  constant  attempt  to  balance 
present  expenditure  and  income  with  future  expenditure  and 
income. 

The  Motives  for  Saving.  Saving  takes  place  because  men 
wish  to  realize  future  objectives.  In  some  instances  these  ob¬ 
jectives  are  very  definite.  The  saver  wishes  to  spend  a  year 
in  travel  or  to  buy  an  expensive  consumers’  good  that  he  can¬ 
not  buy  out  of  current  income.  Savings  banks  know  that  this 
is  a  common  motive  for  saving  and  make  an  appeal  for  deposits 
for  the  purpose  of  buying  Christmas  gifts  or  for  financing 
vacations.  In  many  other  cases  the  objective  is  not  clearly 
defined.  Many  people  save  for  such  general  objectives  as 
security  in  old  age,  the  proverbial  rainy  day,  and  the  enlarge¬ 
ment  of  their  income  and  their  scale  of  expenditure  in  the 
future ;  still  others  save  to  build  an  estate  for  their  children  or 
to  enlarge  the  size  of  their  business  operations.  To  say  that 
time  preference  exists  is  not,  of  course,  to  deny  that  men 
desire  future  income  as  well  as  present  income. 

Some  saving  would  undoubtedly  take  place  if  no  interest 
were  ever  to  be  realized  from  it.  Needs  are  not  necessarily 
distributed  throughout  life  as  income  is.  If  interest  disap¬ 
peared  entirely  we  should  expect  that  people  would  still  wish 
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to  provide  for  future  needs.  The  parent  saves  while  his  chil¬ 
dren  are  young  to  be  able  to  expend  more  for  their  care  when, 
a  few  years  later,  their  needs  have  become  greater.  And  in 
many  cases  he  would  save  even  though  no  interest  could  be 
got  from  money  deposited  in  the  bank  or  invested  in  bonds. 
To  do  this  he  might  hoard  consumers’  goods,  but  not  to  a 
very  great  extent,  since  commodities  are  usually  subject  to 
depreciation  with  the  passage  of  time.  Metallic  money,  plate, 
and  jewels  are  not  liable  to  depreciation  to  the  same  extent 
as  are  other  commodities,  and  so  we  find  that  in  backward 
countries,  where  opportunities  for  investment  are  few,  saving 
generally  takes  place  through  the  hoarding  of  these  goods. 

It  is  sometimes  said  that  the  rich  would  save  even  if  no 
interest  could  be  got  from  investment,  because  the  act  of  saving 
involves  little  or  no  sacrifice  on  their  part.  There  are  objec¬ 
tions  to  this  assertion.  In  the  first  place,  the  accumulations  of 
the  rich  are  largely  derived  from  the  net  income  of  capital  or 
from  interest  itself.  If  interest  were  cut  off,  the  savable  sur¬ 
plus  of  the  owners  of  great  wealth  would  be  diminished  and 
saving  would  decline.  In  the  second  place,  the  statement  over¬ 
looks  the  fact  that  the  rich  could  spend  a  great  deal  more  on 
immediate  goods  than  they  now  do,  though  they  might  not 
spend  a  very  much  larger  amount  on  personal  gratification  of 
the  meaner  sort.  In  Oriental  countries  large  amounts  are 
expended  by  the  rulers  and  the  rich  on  the  maintenance  of 
personal  retainers,  on  the  building  of  luxurious  palaces,  and 
on  other  forms  of  display.  In  the  Western  World  the  same 
sort  of  consumption  takes  place,  but  to  a  relatively  more 
limited  extent.  The  difference  is  doubtless  due  to  obscure 
differences  in  the  ideals  and  customs  of  the  people  of  the  two 
regions,  but  .no  small  part  of  it  is  also  due  to  the  opportuni¬ 
ties  for  the  earning  of  interest  on  capital  which  accompany  the 
capitalistic  regime  in  progressive  countries. 

Under  the  social  conditions  prevailing  in  the  United  States, 
it  may  be  true  that  the  very  rich  would  continue  to  set  aside 
for  future  production  the  larger  part  of  their  receipts  from 
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rents  and  profits  even  though  interest  were  considerably 
reduced.  They  would  do  so  partly  because  of  habit  and 
partly  because  business  has  become  for  many  of  them  an  end 
in  itself,  and  saving  largely  involuntary.  We  must,  however, 
be  careful  not  to  conclude  that  they  would  continue  to  save  as 
much  as  they  now  do.  The  habit  of  saving  and  the  motives 
that  now  influence  the  accumulation  of  capital  are  not  inborn 
characteristics  of  men  and  might  easily  be  destroyed  by  an 
attempt  to  abolish  interest. 

Another  form  of  so-called  "involuntary  saving,"  which  is 
perhaps  more  important  than  the  personal  accumulations  of  the 
rich,  is  found  in  the  building  up  of  large  surpluses  by  corpora¬ 
tions.  The  net  earnings  of  a  corporation  are  legally  at  the 
disposal  of  the  board  of  directors,  who  may  either  disburse 
them  as  dividends  or  reinvest  them.  At  the  present  time  a 
large  fraction  of  all  national  savings  results  from  such  ac¬ 
cumulations.  Here,  we  are  told,  is  a  case  in  which  the  decision 
to  save  is  often  made  by  a  group,  the  directors  of  the  corpora¬ 
tion,  who  do  not  own  more  than  a  small  proportion  of  the 
amounts  thus  accumulated.  But  the  corporate  surplus  often 
belongs  to  many  small  stockholders  who  have  no  voice  in  the 
determination  of  the  policies  of  the  corporation.  It  is  said 
that  these  stockholders  might  not  save  the  net  earnings  of  the 
corporation  if  these  earnings  were  disbursed  as  dividends,  and 
that  the  retention  of  them  as  corporate  surplus  compels  the 
small  stockholders  to  save  whether  they  wish  it  or  not. 

When  knowledge  of  the  fact  that  a  surplus  is  being  plowed 
back  into  the  business  is  kept  from  all  but  the  inner  circle  of 
the  management,  the  argument  and  the  conclusion  are  of  some 
weight.  If  the  stockholders  do  not  know  that  the  saving  is 
taking  place  they  cannot,  of  course,  take  any  action  concerning 
it.  But  there  are  objections  to  the  conclusion  that  a  lowering 
of  the  interest  rate  would  not  affect  these  accumulations.  In 
the  first  place,  if  the  rate  of  interest  were  much  reduced,  the 
savable  surplus  of  the  corporations  would  be  reduced  ;  in  the 
second  place,  the  directors  cannot  deceive  the  stockholders 
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forever,  and  at  some  time  the  facts  must  be  made  known. 
Then  the  policy  of  the  corporation  will  be  changed  if  the  stock¬ 
holders  do  not  approve  it. 

If  we  assume  that  the  accumulation  of  the  surplus  is  known 
to  the  public,  then  we  must  suppose  that  a  majority  of  the 
stockholders  are  in  agreement  with  the  saving  policy,  and  the 
fundamental  difference  between  corporate  savings  and  indi¬ 
vidual  savings  is  not  great.  Probably  the  corporate  method 
results  in  somewhat  larger  accumulations,  since  having  money 
on  hand  is  a  different  thing  from  having  an  undivided  share 
in  a  corporate  surplus.  It  is  easier  for  the  individual  to  spend 
the  former.  The  small  stockholder  feels  that  he  cannot  affect 
the  policy  of  the  corporation,  and  he  makes  no  effort  to  do  so ; 
but  if  he  is  greatly  dissatisfied  with  the  decision  of  the  directors 
to  retain  the  surplus,  he  may  sell  his  stock.  If  the  new  owner 
knows  the  policy  of  the  corporation,  his  purchase  is  evidence 
of  his  willingness  to  have  the  profits  retained  in  the  business. 

No  one  saves  all  his  income.  Necessary  living  expenses 
must  first  be  met.  All  in  excess  of  this  is  savable  surplus. 
Given  a  motive  for  saving,  the  average  person  then  sets  aside 
a  certain  sum,  the  size  of  which  depends  upon  (1)  the  going 
rate  of  interest,  (2)  the  urgency  of  his  desire  for  the  object  for 
which  he  saves,  and  (3)  the  rate  at  which  the  marginal  utility 
of  the  income  remaining  for  present  consumption  rises  as 
more  and  more  is  diverted  to  future  uses.  At  some  point 
another  $100  added  to  savings  makes  possible  a  future  ob¬ 
jective  that  just  balances  in  desirability  with  the  desirability 
of  the  present  goods  the  $100  would  buy.  At  this  point  the 
saver  ceases  to  add  to  savings  and  consumes  the  remainder  of 
his  income,  and  at  this  point  his  rate  of  time  preference  is 
equal  to  the  rate  of  interest  at  which  he  can  invest  his  savings. 

The  Supply  of  Savings.  The  total  supply  of  savings,  —  that 
is,  the  supply  of  current  income  offered  for  financing  the  build¬ 
ing  of  new  capital,  —  is  made  up  of  the  supplies  of  numerous 
individuals.  As  we  have  seen,  the  amount  any  individual  will 
offer  varies  with  the  rate  of  interest ;  and  the  amount  the 
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entire  body  of  savers  will  bring  to  the  loan  market  also 
varies  with  the  interest  they  can  get,  just  as  the  total  supply 
of  a  commodity  varies  with  the  price  that  the  consumers  are 
willing  to  pay.  Like  the  supply  of  any  commodity,  the  sup¬ 
ply  of  savings  may  be  affected  by  conditions  other  than  the 
interest  rate  (price  in  the  case  of  a  commodity).  Changes  in 
the  attitude  of  parents  toward  their  children,  changes  in  the 
standards  and  modes  of  consumption,  changes  in  the  distribu¬ 
tion  of  the  national  income,  all  have  some  effect  on  the  price  at 
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which  different  parts  of  the  total 
annual  savings  will  be  brought  to 
the  loan  market.  At  present  we 
are  concerned  with  the  relation 
between  the  rate  of  interest  and 
the  volume  of  savings. 

Some  part  of  the  supply  of  sav¬ 
ings  would  be  forthcoming  even 
if  no  interest  were  paid,  and  some 
if  a  substantially  lower  rate  than 
the  one  prevailing  were  offered. 

But  the  going  rate  of  interest  is 
necessary  to  bring  the  supply  of 

savings  up  to  its  present  volume.  The  supply  of  savings  may 
be  illustrated  by  the  curve  FE  in  Fig.  37.  If  only  a  very  small 
amount  of  savings  were  demanded,  it  could  be  obtained  at  zero 
interest.  If  ON'  units  are  to  be  supplied,  N'P'  interest  is  neces¬ 


Units  of  capital 
Fig.  37 


sary ;  but  if  ON  units  are  required,  NP  interest  is  necessary. 
And  the  rate  which  would  correspond  in  percentage  to  NP  is 
the  marginal  cost  of  saving.  The  area  OLPN  is  the  extra 
amount  of  future  goods  that  must  be  paid  in  an  exchange  of 
present  goods  for  future  goods.  For  since  all  savers  are  paid 
at  the  same  rate,  not  only  the  marginal  increments  but  also  all 
other  portions  of  the  annual  total  of  savings  will  receive  NP. 

It  must  not  be  supposed  that  the  curve  FE  represents  the 
interest  rates  at  which  different  people  or  groups  of  people 
can  be  induced  to  save  successive  amounts :  it  is  supposed  to 
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show  the  cost  of  calling  forth  different  amounts  of  saving  from 
the  entire  community.  One  person  might  save  a  small  amount 
at  zero  interest,  a  larger  amount  at  N'P',  and  a  still  greater 
amount  at  NP ;  for  others  the  minimum  effective  rate  might 
be  N'P'  and  for  still  others  NP. 

The  marginal  cost  of  saving  is  not  a  fixed,  or  constant, 
amount.  Changes  in  the  income  of  the  mass  of  savers  will 
affect  it.  If  spending  habits  remain  constant  and  if  income 
increases,  the  rate  which  would  call  forth  a  given  volume  of 
savings  will  fall.  If,  on  the  contrary,  income  diminishes,  the 
rate  will  rise.  Wars  and  other  agencies  that  destroy  capital 
or  reduce  income  tend  to  raise  the  marginal-supply  price  of 
saving.  Changes  in  the  habits  of  consumption  of  a  people 
will  also  affect  the  time  preference  of  a  majority,  a  tend¬ 
ency  to  easier  living  and  spending  being  accompanied  by 
rising  rates  and  a  reverse  tendency  by  falling  rates.  Thrift 
can  be  taught,  and  there  is  no  doubt  that  an  intelligently 
conducted  campaign  for  the  saving  habit  would  bring  results. 
Unthrift  may  also  be  taught,  of  course,  and  every  seller  of 
luxuries  who  by  advertising  and  other  means  persuades  people 
to  buy  his  wares  is  engaged  in  teaching  it. 

The  Demand  for  Savings.  The  demand  for  savings  arises  from 
two  sources.  In  the  first  place,  many  people  want  loans  to 
buy  consumers’  goods.  Their  demand  gives  rise  to  consump¬ 
tion  loans.  In  the  second  place,  entrepreneurs  want  present 
purchasing  power  to  invest  in  capital  goods.  The  latter  is  by 
far  the  more  important  demand  and  it  is  the  one  that  is  pre¬ 
dominant  in  determining  the  normal  rate  of  interest.  The 
demand  of  the  entrepreneur  for  loans  is  based  on  the  produc¬ 
tivity  of  capital.  To  return  to  an  earlier  example,  if  the 
entrepreneur  can  buy  for  $1000  a  machine  that  will,  in  the 
course  of  its  life,  earn  enough  to  repay  its  original  cost  and 
at  the  same  time  yield  a  surplus  of  $60  a  year,  then  he  can 
afford  to  offer  6  per  cent  for  a  loan  of  $1000  in  order  to  make 
the  purchase.  That  is  his  maximum  demand  price  for  a  loan 
that  enables  him  to  buy  the  machine. 
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If  we  should  take  a  limited  view  of  the  loan  market,  we 
might  conclude  that  the  explanation  given  in  the  preceding 
paragraph  was  a  satisfactory  account  of  the  demand  for  sav¬ 
ings.  But  this  explanation  assumes  that  the  machine  which 
will  earn  replacement  and  $60  a  year  can  be  bought  for  $1000. 
Now  the  value  of  any  producers’  good  depends  on  (1)  the 
value  of  the  products,  (2)  the  rate  at  which  the  value  of  the 
products  expressed  in  money  is  discounted,  and  (3)  the  dis¬ 
tribution  of  the  products  in  time.  The  value  of  the  products 
of  any  capital  good  depends,  as  we  have  seen,  on  the  demand 
for  them  and  on  the  amount  brought  to  market.  But  the 
product  of  the  machine  is  not  a  separate  product,  and  the 
value  that  the  entrepreneur  will  impute  to  the  machine  de¬ 
pends  on  the  marginal  productivity  of  the  machine.  If  any 
kind  of  capital  good  becomes  more  plentiful,  its  marginal  pro¬ 
ductivity  will  decline,  and  the  entrepreneur  will  pay  less  for  it. 

The  money  cost  of  any  item  of  capital  goods,  say  a  machine, 
arises  from  the  fact  that  there  are  rival  demands  for  the  fac¬ 
tors  used  in  making  it.  Because  of  these  rival  demands  the 
owners  of  the  factors  can  exact  a  payment  for  their  use  in 
making  capital  goods.  Even  if  interest  did  not  exist,  and  if 
capital  goods  earned  only  enough  to  replace  themselves,  the 
law  of  opportunity  costs  would  operate.  But  when  the  invest¬ 
ment  in  the  various  sorts  of  capital  goods  must  earn  interest, 
it  is  evident  that  the  earnings  of  these  goods  must  exceed  their 
costs.  In  Chapters  XXIV  and  XXVI,  it  was  explained  that 
the  marginal  productivity  of  labor  and  of  land  determined 
their  earnings.  The  same  principle  governs  the  earnings  of 
concrete  capital  goods. 

But  at  this  point  another  fact  must  be  taken  into  account. 
Although  capital  goods  are  the  products  of  the  primary 
factors  of  production,  their  productivity  is  not  the  same  as 
the  productivity  of  these  factors.  The  capitalistic  method, 
as  we  have  seen,  increases  the  productivity  of  the  primary 
factors,  and  the  business  demand  for  saving  arises  from  this 
fact.  If  savers  can  be  found  who  are  willing  to  wait  for  the 
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products  of  the  machine  and  allow  labor  to  enter  into  the 
roundabout  method,  more  products  or  more  valuable  products 
can  be  created  than  if  all  the  labor  is  used  directly.  And  as 
long  as  there  are  methods  of  attack  on  the  environment  which 
give  larger  results  in  terms  of  value  than  direct  methods  do, 
entrepreneurs  will  demand  capital  goods  in  order  that  they 
may  take  advantage  of  these  methods ;  and  as  long  as  new 
methods  can  be  discovered,  the  demand  for  additional  capital 
will  continue. 

As  machines  and  other  capital  goods  are  multiplied  the 
marginal  productivity  of  each  machine  becomes  less  and  less, 
following  the  universal  law  of  diminishing  returns.  To  put 
it  in  another  way,  the  labor  and  land  which  go  into  the 
machine  become  less  and  less  important  as  compared  with 
the  labor  and  land  used  directly  as  the  former  are  increased 
in  amount.  Not  all  capitalistic  processes  are  equally  produc¬ 
tive.  Some  excel  the  direct  method  to  an  almost  unbelievable 
extent ;  others  add  but  little.  In  any  given  stage  of  the  de¬ 
velopment  of  technique  the  most  productive  are  first  selected 
for  exploitation.  But  a  point  is  finally  reached  where  the  mul¬ 
tiplication  of  capital  goods  of  the  more  productive  sort  has 
gone  so  far  that  the  amount  by  which  the  machine  method 
excels  the  direct  method  is  just  sufficient  to  offset  the  interest 
charge  which  the  savers  require  to  induce  them  to  wait  for 
their  income.  At  the  same  time  that  these  machines  are  be¬ 
ing  multiplied,  other  less  productive  machines  and  capital¬ 
istic  processes  will  be  brought  into  use  in  industry.  Many  of 
these  will  not  be  as  productive  as  others.  There  will  be  all 
degrees  of  gain  over  the  direct  method.  We  may  call  these 
latter  processes  inferior,  just  as  we  call  the  less  productive 
areas  of  land  inferior.  The  decline  in  the  additional  product 
from  these  increasingly  inferior  machines  marches  along  with 
the  decline  in  the  productivity  of  the  additional  machines 
of  the  superior  sorts.  Both  lines  of  development  finally  reach 
the  point  where  the  superiority  of  the  capitalistic  process  is 
just  sufficient  to  offset  the  required  payment  for  waiting. 
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In  terms  of  Fig.  37  the  demand  of  all  society  for  saving  is 
illustrated  by  the  curve  DD.  As  saving  increases,  the  pur¬ 
chasing  power  which  is  turned  over  to  the  entrepreneur  is 
invested  in  capital  goods  of  less  and  less  productivity,  indi¬ 
cated  by  the  slope  of  DD,  until  the  marginal  unit  at  NP  just 
yields  a  net  return  equal  to  the  interest  that  must  be  paid  to 
call  it  forth.  The  curve  DD  in  this  figure  does  not  represent 
the  gross  productivity  of  capital  goods,  but  only  the  excess 
productivity  of  the  capitalistic  method  over  the  direct  method. 
The  marginal  unit  of  capital  goods  must  yield,  in  addition  to 
its  cost  of  replacement,  a  surplus  measured  by  NP. 

At  this  point  new  saving  ceases,  for  further  accumulation 
would  not  pay  the  premium  demanded  by  savers  in  the  ex¬ 
change  of  present  goods  for  future  goods.  Whatever  quantity 
of  capital  goods  has  been  brought  into  existence  at  this  point 
is  the  amount  that  labor  and  entrepreneurship  will  have  to 
work  with.  It  is  also  the  amount  that  will  be  applied  on  the 
land.  The  marginal  cost  of  saving  limits  the  supply  of  capital 
goods.  And  that  supply  in  turn  determines  the  marginal  pro¬ 
ductivity  of  capital  goods.  It  partly  determines  the  wages  of 
labor,  the  earnings  of  entrepreneurship,  and  the  rent  of  land  ; 
but  only  partly,  because  the  productivity  of  these  factors  is 
also  affected  by  the  supply  of  them.  The  earnings  of  labor, 
land,  capital  goods,  and  entrepreneurship  are  mutually  deter¬ 
mined  ;  that  is,  wages  depend  on  the  marginal  productivity  of 
labor,  but  how  much  a  given  number  of  laborers  can  produce 
depends  on  how  much  land,  capital  goods,  and  entrepreneur- 
ship  are  combined  with  them.  The  rent  of  land  is  also  depend¬ 
ent  on  the  supplies  of  labor,  capital,  and  entrepreneurship 
which  are  combined  with  it.  Given  the  state  of  technique  in 
production,  the  productivity  of  each  factor  depends  on  its 
supply  and  on  the  supplies  of  the  other  factors. 

We  now  return  to  the  question  What  determines  the  price 
of  the  machine  purchased  by  the  entrepreneur?  If  we  are  con¬ 
cerned  with  a  single  machine  or  type  of  capital,  the  answer  is 
that  the  machine  must  sell  for  its  cost  of  production,  including 


484 


PRINCIPLES  OF  ECONOMICS 


wages  of  labor,  rent  for  land,  the  earnings  of  entrepreneur- 
ship,  and  the  returns  to  other  capital ;  but  if  we  substitute 
for  a  single  type  of  capital  all  capital,  the  answer  is  that  the 
cost  of  capital  goods  is  simply  the  value  of  labor  and  entre¬ 
preneurship  working  on  land  without  the  assistance  of  capital. 
This  is  not  entrepreneurs’  cost ;  for  entrepreneurs  do  not  deal 
with  capital  in  the  mass,  but  only  with  particular  units  of 
capital  goods.  But  from  the  social  point  of  view  the  cost  of 
production  of  capital  is  as  has  been  stated.  This  explanation 
seems  at  first  to  be  incorrect,  because  we  know  that  without 
the  assistance  of  capital  goods  labor  could  produce  very  little, 
and  the  cost  of  capital  would  therefore  seem  to  be  much  too 
small.  But  as  labor  is  withdrawn  from  direct  production  the 
marginal  productivity  of  the  remaining  labor  rises,  and  the 
productivity  of  the  labor  which  is  embodied  in  capital  goods 
falls  as  more  and  more  of  it  is  put  into  them  and  the  capital 
goods  in  which  it  is  invested  are  multiplied.  A  balance  is 
reached  when  a  further  subtraction  of  labor  from  the  more 
direct  methods  would  destroy  a  marginal  product  that  was 
greater  than  the  marginal  product  added  by  capital  discounted 
to  the  present. 

The  Capitalization  of  Incomes.  When  the  income  from  any 
durable  agent  of  production  is  reduced  to  present  worth,  that 
income  is  said  to  be  capitalized.  A  tract  of  land,  for  example, 
the  annual  rent  of  which  is  $100  is  worth  $2000  when  the 
interest  rate  is  at  5  per  cent.  This  is  the  capitalized  value  of 
the  annual  rent  forever.  It  would  be  worth  more  than  that 
if  the  rate  of  interest  were  lower,  and  less  if  the  rate  were 
higher.  The  income  from  capital  goods  may  also  be  capital¬ 
ized  ;  but  since  these  goods  are  seldom  as  durable  as  land,  and 
since  they  must  all  be  produced,  the  phenomenon  of  capitaliza¬ 
tion  does  not  play  as  important  a  role  in  determining  their 
values  as  it  does  in  the  case  of  land.  If  the  capitalized  value 
of  the  future  earnings  of  machines  seems  unlikely  to  amount 
to  the  price  asked  for  them,  the  entrepreneur  will  not  pur¬ 
chase.  If  the  capitalized  value  of  the  machines  is  in  excess  of 
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the  price,  the  demand  will  cause  the  price  to  rise ;  but  the  rise 
in  price  will  be  answered  by  an  increase  in  supply ;  the  added 
supply  of  machines  will  reduce  their  marginal  productivity, 
earnings  will  decline,  and  the  capitalized  value  of  the  machines 
will  approach  their  cost  of  production.  The  rate  of  interest 
thus  acts  as  a  selective  factor  in  determining  which  machines 
or  other  capital  goods  shall  be  produced. 

When  capital  has  once  been  installed,  it  will  continue  in  use 
as  long  as  it  has  any  marginal  productivity.  This  statement 
needs  some  explanation,  because  we  know  that  capital  goods 
are  often  discarded  before  they  have  ceased  to  be  useful,  and 
better  equipment  is  put  in  their  places.  But  in  these  instances 
the  capital  is  really  not  productive.  It  is  either  so  far  worn 
out  or  so  antiquated  that  it  detracts  from  the  productivity  of 
the  labor  and  land  with  which  it  is  used,  and  cannot  be  said  to 
earn  anything.  Old  capital  goods,  before  their  abandonment, 
may  yield  a  return  that  is  much  below  the  gross  productivity 
required  to  replace  the  original  investment  in  them  and  pay 
the  going  rate  of  interest.  In  short,  they  yield  a  return  that, 
like  the  rent  of  land,  is  not  related  to  their  cost  of  production. 
To  illustrate  this  statement  we  may  suppose  that  an  old  piece 
of  capital  yields  $200  a  year,  which  exceeds  the  replacement 
charge  by  only  half  the  amount  necessary  to  pay  the  going 
rate  of  interest  on  the  undepreciated  portion  of  the  original 
investment.  Its  value  is  now  determined  by  its  diminished 
earnings,  capitalized  at  the  going  rate  of  interest  for  the  period 
of  its  life,  and  not  by  its  cost.  In  the  same  way,  the  value  of 
capital  goods  which  have  been  installed  by  incompetent  entre¬ 
preneurs  does  not  depend  on  cost;  neither  does  the  invest¬ 
ment  of  savings  in  these  goods  yield  the  going  rate  of  interest. 
Strictly  speaking,  only  new,  well-planned  investments  in 
capital  goods  yield  interest;  old  and  badly  planned  invest¬ 
ments  yield  a  return  that  resembles  rent.  Sometimes  this  rent 
affords  a  net  return  in  excess  of  the  going  rate  of  interest,  since 
it  is  conceivable  that  the  capital  goods  might  yield  a  return  in 
excess  of  replacement  cost  and  the  going  rate  of  interest.  But 
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this  condition  cannot  persist  very  long.  If  a  machine  costing 
$1000  yields  something  more  than  replacement  and  the  going 
interest  charge,  its  supply  will  be  increased,  its  marginal  pro¬ 
ductivity  will  decline,  and  its  earnings  will  fall  to  the  amount 
which  when  capitalized  is  only  equal  to  its  cost. 

Types  of  Interest.  We  have  used  the  term  "interest”  to 
mean  the  payment  necessary  to  equalize  the  values  of  present 
and  future  goods.  The  typical  example  is  found  in  the  case 
of  a  loan  to  a  well-established  government.  Here  the  lender 
turns  over  to  the  borrower  a  certain  sum  of  money  and  is  as¬ 
sured  by  his  contract  that  at  stated  intervals  he  will  receive 
interest,  and  that  at  the  expiration  of  the  term  of  the  loan  his 
original  investment  will  be  returned  to  him.  There  is  a  mini¬ 
mum  of  risk  attaching  to  the  loan,  and  the  conditions  of  the 
contract  are  clear  and  explicit. 

The  investment  of  the  entrepreneur  in  capital  goods  does 
not  involve  a  contract  between  a  borrower  and  a  lender,  yet 
the  investor  expects  and  ordinarily  receives  payment  for 
waiting.  This  is  called  implicit  interest  to  distinguish  it  from 
the  payments  made  on  a  loan  contract,  which  are  called  ex¬ 
plicit  interest.  The  investor  in  stocks  may  receive  two  types 
of  return  —  implicit  interest  and  pure  profits.  The  former  is 
determined  according  to  the  demand  for  waiting  and  the 
supply  of  waiting ;  the  latter,  according  to  the  principles 
governing  pure  profits.  In  numerous  cases  the  common  stock¬ 
holder  receives  nothing  at  all.  But  the  same  may  be  true  of 
those  who  buy  bonds  or  lend  on  other  security.  All  invest¬ 
ments  involve  a  risk  that  neither  interest  nor  principal  will  be 
repaid.  To  cover  this  risk  the  investor  requires  an  addition 
to  the  riskless,  or  pure,  rate  of  interest.  When  government 
bonds  selling  at  par  yield  only  4  per  cent  the  bonds  of  corpo¬ 
rations  whose  future  earnings  are  insecure  often  yield  6  or  7  per 
cent.  The  addition  of  2  or  3  per  cent  to  the  riskless  rate  is  to 
cover  the  losses  which  the  investor  believes  will  occur,  on  the 
average,  in  respect  to  the  risky  securities.  If  these  estimates 
of  risk  were  accurate,  then  a  large  sum  of  money  invested  in 
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government  bonds  and  the  same  amount  invested  in  poorer 
bonds  would  in  the  long  run  bring  in  about  the  same  amount 
of  interest.  But  the  average  investor  cannot  distribute  his 
holdings  of  the  poorer  bonds  widely  enough  to  obtain  the 
benefit  of  the  law  of  averages.  Hence  if  he  is  lucky  he  may 
receive  more  interest  than  if  he  had  bought  government  bonds ; 
if  he  is  not  lucky  he  may  receive  less. 

Some  investors  cannot  afford  to  take  large  risks.  Their 
savings  are  small  and  the  consequences  of  loss  are  too  serious. 
Other  investors  can  afford  to  take  greater  chances.  The  sup¬ 
plies  of  savings  are  not  homogeneous.  It  follows  that  the  in¬ 
terest  rates  yielded  by  very  secure  bonds  and  by  more  risky 
securities  may  differ  by  more  than  the  true  insurance  premium. 

The  Loan  Market.  In  the  preceding  sections  of  this  chapter 
we  have  intentionally  refrained  from  introducing  any  discussion 
of  the  manner  in  which  savings  find  their  way  into  the  hands 
of  entrepreneurs,  and  we  have  not  dealt  in  terms  of  market 
rates  of  interest.  We  have  been  concerned  almost  altogether 
with  the  problem  of  normal,  or  long-time,  tendencies.  When 
an  individual  saves  he  refrains  from  spending  all  his  income 
on  consumers’  goods  and  invests  the  remainder  in  some  form 
of  capital.  He  may  do  this  by  actually  buying  the  capital 
for  use  in  his  own  business.  From  the  gross  receipts  of  pro¬ 
duction  the  manufacturer  must  pay  all  expenses  of  production. 
If  a  surplus  remains  he  may  either  spend  it  all  for  consumers’ 
goods  or  he  may  buy  more  equipment  or  more  land.  If  he 
buys  land  he  merely  displaces  some  other  owner ;  if  he  buys 
more  equipment  he  causes  more  of  these  capital  goods  to 
be  produced. 

In  many  instances  the  saver  cannot  invest  directly  by  buy¬ 
ing  capital  goods :  he  must  rely  on  the  loan  market  for  his 
investments.  Having  a  savable  surplus,  he  may  take  life 
insurance,  buy  bonds,  or  merely  leave  the  money  with  a 
bank.  In  any  case  purchasing  power  is  now  available  for 
investment  in  new  capital.  But  the  saver  does  not  make  any 
calculation  as  to  the  probable  future  return  from  capital. 
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The  entrepreneur  takes  the  responsibility  for  choosing  the 
capital  goods  that  shall  be  bought  with  the  purchasing  power 
which  the  saver  does  not  wish  to  spend  on  consumption.  He 
makes  a  contract  with  the  saver  to  pay  him  a  stipulated  rate 
of  interest  and  to  return  the  principal  of  the  loan  at  a  definite 
date  in  the  future.  Sometimes  the  investor  buys  stocks  and 
not  bonds.  But  the  investor  in  stocks  does  not  determine  the 
kind  of  physical  good  that  shall  be  added  to  the  equipment  of 
the  corporation.  The  managers  of  the  corporation,  acting  as 
his  representatives,  do  that. 

When  one  saves  he  causes  purchasing  power  to  be  used  to 
produce  capital  goods  rather  than  consumers’  goods ;  or, 
more  accurately,  he  brings  about  the  production  of  future 
income  (products  and  services)  rather  than  present  income. 
The  loan  is  usually  made  in  purchasing  power;  that  is,  in 
money  or,  more  frequently,  in  deposit  money.  And  the  sup¬ 
ply  of  savings  that  is  seeking  investment  at  any  time  is  the 
supply  of  purchasing  power  which  is  offered  for  investment  in 
capital  goods  and  for  consumption  loans. 

The  agencies  through  which  savings  are  directed  to  the  loan 
market  are  numerous.  Banks,  trust  companies,  mortgage 
companies,  bond  houses,  investment  trusts,  and  life-insurance 
companies  are  in  the  market  offering  the  accumulations  of  the 
savers  to  entrepreneurs  and  consumers  who  wish  to  borrow. 
The  supply  of  these  savings  is  met  by  the  demands  of  the  entre¬ 
preneurs  and  consumers  who  wish  to  make  loans.  And  at  any 
time  the  rate  of  interest  is  determined  by  the  interplay  of  the 
forces  of  demand  and  supply.  The  demand  of  the  borrowers  is 
momentarily  determined  by  the  condition  of  trade,  by  spec¬ 
ulative  activity  in  the  community,  and  by  all  the  other  forces 
that  bring  about  opportunities  for  buying  and  selling  at  a  profit. 

The  demands  of  the  various  borrowers  are  not  homogeneous. 
Merchants  and  manufacturers  make  use  of  a  great  amount  of 
short-time  credit  to  finance  purchases  of  stocks  and  of  raw 
materials.  They  also  desire  long-time  credit  to  buy  perma¬ 
nent  equipment.  For  the  former  they  turn  to  the  banks ;  for 
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the  latter  they  turn  to  private  investors  and  to  trust  com¬ 
panies  and  other  financial  agencies  which  make  a  business  of 
acting  in  the  role  of  go-between  for  savers  and  entrepreneurs. 
There  is  a  more  or  less  clear  distinction  between  the  markets 
for  short-time  and  long-time  loans.  Moreover,  investments 
for  a  longer  period  of  time  are  distinguished  as  to  security 
(first-mortgage  bonds  versus  second-mortgage  bonds  etc.)  and 
as  to  the  length  of  time  for  which  the  loan  contract  runs.  There 
is  also  a  distinction  between  the  market  for  loans  of  large 
corporations  of  established  reputation  and  the  loans  of  smaller 
concerns  which  are  equally  sound  but  which  are  not  so  well 
known.  Nor  are  these  more  than  samples  of  the  various  types 
of  demand  for  loans  in  the  modern  loan  market.  We  find 
that  instead  of  one  kind  of  demand  for  the  purchasing  power 
of  the  saver,  there  are  many.  Furthermore,  as  has  been  said, 
savers  are  not  indifferent  to  the  kind  of  investment  they 
make.  So  instead  of  a  single  loan  market,  there  are  many, 
and  in  each  of  them  there  is  at  any  time  a  supply  of  savings 
seeking  borrowers  and  a  demand  for  savings  seeking  lenders. 
The  market  rates  of  interest  are  determined,  like  other  market 
prices,  by  the  action  of  demand  and  supply. 

Interest  Rates  and  the  Supply  of  Money.  One  of  the  early 
explanations  of  interest  ascribed  fluctuations  in  the  rate  to 
variations  in  the  supply  of  money.  Since  loans  are  usually 
contracted  in  terms  of  money,  it  was  perhaps  natural  that 
men  first  attributed  these  fluctuations  to  the  increase  or  de¬ 
crease  in  its  supply.  In  more  subtle  forms  the  explanation 
persists  at  the  present  time. 

One  special  argument  for  the  money  theory  of  interest  at¬ 
taches  particular  importance  to  the  supply  of  bank  credit.  It 
is  well  known  that  when  the  reserve  of  a  bank  increases,  its 
loans  may  also  increase  if  the  banker  sees  fit  to  expand  them. 
And  the  loans  may  be  increased  more  rapidly  than  the  reserve, 
since  only  a  fraction  of  the  deposits  resulting  from  loans  needs 
to  be  covered  by  reserve.  Here,  it  is  said,  is  a  case  where  the 
supply  of  loanable  funds  depends  on  the  supply  of  money  or, 
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at  least,  on  the  supply  of  substitute  money  —  bank  credit. 
If  we  examine  this  statement  we  must  agree,  in  the  first  place, 
with  the  assertion  that  an  augmentation  of  reserves  will 
probably  result  in  larger  loans  at  lower  contract  rates  of  inter¬ 
est.  The  banker  having  the  opportunity  to  do  so  will  generally 
seek  to  expand  his  earning  assets,  loans,  and  discounts.  The 
market  rate  of  interest  on  short-time  loans  will  therefore  be 
affected  by  an  increase  of  bank  reserves.  But  this  effect  will 
not  persist.  In  the  first  place,  the  borrowers  who  are  induced 
to  make  loans  by  the  reduction  of  rates  will  now  compete  for 
the  physical  factors  of  production  and  force  up  their  prices. 
This  in  turn  will  necessitate  larger  loans  to  finance  the  same 
physical  volume  of  trade,  and  in  the  end  the  rise  in  prices  will 
compensate  for  and  offset  the  added  reserves.  In  fact,  the 
rising-price  level  usually  raises  the  rate  of  interest  on  bank 
loans.  Entrepreneurs  gain  during  periods  of  rising-price  levels 
and  are  therefore  eager  to  expand  their  businesses.  To  do  this 
they  need  larger  loans ;  and  as  long  as  their  profits  continue  to 
expand,  all  but  the  wariest  of  them  will  continue  to  borrow. 
The  augmented  demand  resulting  from  rising  prices,  which 
result  in  turn  from  an  increase  in  the  supply  of  money,  drives 
the  rate  on  bank  loans  temporarily  higher  than  it  would  have 
been  had  no  increase  in  the  quantity  of  money  taken  place. 

But  the  rise  in  the  price  level  affects  savings.  It  does  so 
because  the  increase  in  bank  credit  arms  the  entrepreneurs 
with  more  purchasing  power  and  at  the  same  time,  through 
the  effect  it  has  upon  prices,  deprives  those  who  receive  fixed 
incomes  of  a  part  of  the  purchasing  power  which  they  formerly 
enjoyed.  The  entrepreneurs  use  the  increase  in  purchasing 
power  which  comes  to  them  to  increase  capital  goods  at  the 
same  time  that  the  power  of  the  fixed-income  groups  to  buy 
consumers’  goods  is  reduced,  and  the  result  is  an  addition  to 
the  capital  of  the  community  somewhat  in  excess  of  the  addi¬ 
tion  that  would  have  been  made  if  the  level  of  prices  had 
remained  constant.  But  the  effect  of  this  process  upon  the 
accumulation  of  capital  in  the  community  must  not  be  over- 
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stated.  Some  of  the  receivers  of  fixed  incomes,  notably  the 
well-to-do  bondholders  and  landlords  and  the  better-paid  pro¬ 
fessional  classes,  are  savers.  When  the  rising-price  level 
reduces  the  purchasing  power  of  the  money  incomes  of  these 
groups  it  is  probable  that  they  reduce  both  their  savings  and 
their  consumption.  The  amount  by  which  they  reduce  their 
savings  is  an  obvious  offset  to  the  accumulations  by  the  entre¬ 
preneurs  to  whom  the  banks  have  extended  credit. 

If  there  is  a  net  addition  to  the  capital  of  the  country  the 
marginal  productivity  of  capital  generally  will  tend  to  decline 
and  the  demand  price  for  loans  will  also  tend  to  fall,  for  a  time, 
at  least,  because  entrepreneurs  will  be  unable  to  earn  enough 
on  the  added  increments  of  capital  to  enable  them  to  pay  the 
old  rates  of  interest.  The  enforced  savings  thus  produce  a  de¬ 
cline  in  the  market  rates  of  interest.  The  decline  in  these  rates 
will  set  in  motion  other  forces,  however,  which  will  tend  to 
bring  about  a  rise.  The  incomes  of  many  savers  will  be  re¬ 
duced  and  some  may  refuse  to  save  and  turn  to  consumption 
because  of  the  decline  in  rates. 

But  in  the  long  run  interest  rates  must  seek  the  point 
where  the  demand  for  savings,  which  is  determined  by  the 
net  marginal  productivity  of  capital,  and  the  supply  of  capi¬ 
tal,  which  is  determined  by  the  marginal  cost  of  savings,  are 
in  stable  equilibrium.  The  values  of  fixed-capital  goods  will, 
of  course,  adjust  themselves  to  changes  in  the  rate  of  inter¬ 
est.  The  bank  rate,  although  its  fluctuations  are  governed 
by  many  other  forces,  must  in  the  long  run  agree  with  the 
rate  of  interest  which  will  equate  the  demand  for  and  the 
supply  of  savings.  If  it  is  temporarily  below  this  rate  of  inter¬ 
est,  loans  will  be  expanded,  the  price  level  will  rise,  and  the 
bank  rate  will  also  rise.  If  the  bank  rate  is  above  this  rate 
loans  will  be  contracted,  prices  will  fall,  and  the  bank  rate 
will  fall.  Thus  the  bank  rate  is  only  temporarily  controlled 
by  the  volume  of  money  and  the  reserves  of  the  banks.  In 
the  last  analysis,  the  bank  rate  must  seek  the  level  of  the  rate 
of  interest  that  capital  can  earn  in  the  productive  process. 
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STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Interest  was  once  explained  and  justified  on  the  ground  that  the 
lender  had  sacrificed  the  opportunity  to  use  in  his  own  business  the 
funds  he  lent.  Is  this  a  valid  explanation  ? 

2.  An  increase  in  the  productivity  of  capital  goods,  say  by  an  in¬ 
vention,  would  increase  the  demand  for  saving.  Why  ?  Would  it  also 
increase  the  rate  of  interest  for  a  time?  Would  it  cause  the  normal 
rate  of  interest  to  rise  or  to  fall  ? 

3.  The  banks  of  a  certain  city  have  for  some  time  made  use  of 
advertisements  to  induce  people  to  'deposit  on  savings  accounts.  Do 
you  think  this  type  of  advertisement  is  likely  to  prove  effective?  If 
it  does,  will  it  affect  the  sales  of  merchandise  in  the  city  ? 

4.  Suppose  the  productivity  of  a  large  area  of  land  were  increased 
by  the  building  of  a  railroad.  How  would  the  rent  of  the  land  be 
affected?  Would  interest  rates  in  the  community  rise  as  a  result  of 
this  increase  in  productivity? 

5.  How  can  a  pawnshop  proprietor  exact  several  times  the  contract 
rate  of  interest  that  is  charged  by  a  bank  ?  Does  he  actually  receive 
higher  interest  ? 

6.  "People  do  not  save  to  obtain  interest  but  to  accomplish  certain 
definite  objectives  —  to  build  houses,  to  educate  children,  etc.”  Is 
this  statement  correct  ?  Is  it  partly  correct  ? 

7.  In  new  countries  the  rate  of  interest  is  usually  higher  than  in 
old  countries.  How  do  you  explain  this  ?  Is  it  because  capital  is  more 
productive  in  new  countries  ?  because  the  supply  of  savings  is  less  ? 
because  time  preference  is  higher  ? 

8.  Is  a  demand  for  dwelling  houses  a  demand  for  savings?  a  de¬ 
mand  for  short-time  consumers’  goods,  such  as  clothing?  Explain. 

9.  Suppose  that  the  rate  of  interest  should  greatly  increase.  How 
would  that  affect  the  value  of  land  ?  of  bonds  ?  of  automobiles  ? 

10.  Great  wars  are  usually  accompanied  by  rising  interest  rates. 
This  is  due  in  part  to  greater  risk  in  connection  with  all  investments. 
Is  this  the  only  explanation  ? 

11.  How  would  the  rate  of  time  preference  be  affected  by  (1)  a 
steady  growth  of  the  national  income  ?  (2)  extravagance  in  consump¬ 
tion  ?  (3)  old-age  pensions  paid  by  the  government  ? 

12.  Suppose  the  interest  rate  should  fall  to  2  per  cent.  How  would 
this  affect  the  rentals  that  tenants  pay  for  houses  ? 


CHAPTER  XXVIII 


PROFITS 

Business  Profits  and  Economic  Profits.  The  term  "profits,” 
as  it  is  sometimes  employed  in  accountancy  and  generally  in 
business,  includes  a  number  of  distributive  shares.  It  is  a 
name  given  to  the  net  earnings  of  the  proprietorship  after  all 
necessary  payments  connected  with  the  business  have  been 
made  to  outsiders  and  after  expenses  for  depreciation  have 
been  deducted.  The  following  statement  is  illustrative  of  the 
derivation  of  net  profits  for  a  small  manufacturer : 


Gross  earnings .  $155,000 

Deductions  from  gross  earnings 

1.  Cost  of  materials .  $30,000 

2.  Labor .  40,000 

3.  Other  manufacturing  expense .  5,000 

4.  Cost  of  selling  .  10,000 

5.  Depreciation  on  plant .  8,000 

6.  Taxes .  6,000 

7.  Interest .  11,000  110,000 

Net  income  or  business  profits .  $  45,000 


The  remainder  from  gross  earnings  after  all  deductions  is 
clearly  a  composite  of  several  economic  distributive  shares. 
Since  the  manufacturer  owns  the  plant,  it  includes  interest  on 
capital  and  rent  for  the  site  on  which  the  plant  stands ;  it 
also  includes  a  portion  of  the  wages  of  the  owner  of  the  busi¬ 
ness.  This  composite  return,  the  net  gains  of  the  proprietor¬ 
ship,  we  shall  call  business  profits. 

By  economic  profits,  or  pure  profits,  we  mean  the  gains  of  the 
entrepreneur  over  and  above  all  explicit  expenses  of  conduct¬ 
ing  the  business  and  all  imputed  costs,  which  include  deprecia¬ 
tion  of  the  plant,  the  competitive  interest  on  the  proprietors’ 

493 


494 


PRINCIPLES  OF  ECONOMICS 


investment,  the  competitive  rent  on  their  land,  and  the  wages 
they  could  earn  as  salaried  managers.  Recast  to  conform  to 
our  definition  of  pure  profit,  this  statement  stands  as  follows : 


Gross  earnings .  $155,000 

A.  Deductions  for  payments  to  others 

1.  Cost  of  materials :  wages,  rent,  interest,  and 

possibly  profits .  $30,000 

2.  Labor :  all  wages .  40,000 

3.  Other  expenses :  wages,  rent,  interest,  and 

possibly  profits . 5,000 

4.  Cost  of  selling :  wages,  rent,  interest,  and 

possibly  profits .  10,000 

5.  Depreciation :  wages,  rent,  interest,  and 

possibly  profits .  8,000 

6.  Taxes :  wages,  rent,  interest,  and  possibly 

Profits .  6,000 

7.  Interest :  chiefly  pure  interest,  plus  some  wages 

and  possibly  profits .  11,000 

Total .  $no!ooo 

B.  Deductions  for  imputed  costs 

L  Wages .  $10,000 

2.  Interest .  25,000 

3-  Rent .  5,000 

Total .  $40,000 

Grand  total  of  all  deductions .  $150  000 

C.  Pure  profits . '  '  ssmn 


In  this  account  pure  profits  are  much  smaller  than  business 
profits  in  the  preceding  account.  This  difference  is  due  to  the 
deduction  of  imputed  wages,  interest,  and  rent.  But  the  dif¬ 
ference  is  more  fundamental  than  mere  procedure.  Business 
profits  do  not  vary  entirely  with  the  efficiency,  competitive 
position,  or  luck  of  the  concern,  whereas  pure  profits  do.  Two 
businesses  might  show  different  amounts  of  business  profits 
simply  because  the  investment  of  the  proprietors  was  larger  in 
one  case  than  in  the  other ;  but  when  allowance  has  been  made 
for  the  imputed  distributive  shares,  no  discrepancy  can  arise 
from  the  fact  that  one  concern  owns  its  plant  and  equipment 
free  from  all  encumbrance,  whereas  the  other  has  borrowed 
a  part  of  the  money  necessary  to  purchase  these  properties. 
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The  existence  of  a  pure  profit  year  after  year  is  almost 
conclusive  proof  that  the  concern  receiving  it  either  has  able 
entrepreneurs  at  its  head  or  holds  a  position  which  cannot  be 
attacked  by  competitors. 

Pure  Profits  as  a  Share  in  Distribution.  The  three  distributive 
shares, —  wages,  rent,  and  interest, —  accrue  to  the  owners 
of  the  three  factors  of  production  to  which  they  are  ascribed 
because  of  the  productive  contribution  of  these  factors.  If 
the  fourth  factor,  entrepreneurship,  is  a  productive  agent,  it 
must  likewise  share  in  the  product  of  industry,  and  we  must 
discover  for  it  a  marginal  contribution  to  that  product.  This 
factor  is,  however,  not  entirely  comparable  to  the  other  three. 
In  Chapter  IV  the  functions  of  entrepreneurship  were  briefly 
described.  It  was  there  explained  that  these  functions  are  al¬ 
ways  exercised  by  human  beings,  but  that  the  work  of  those 
who  perform  these  functions  is  not  the  same  as  the  work 
of  even  the  most  highly  paid  routine  worker.  Nor  are  the 
qualifications  identical  for  the  two  kinds  of  work. 

Alfred  Marshall  has  characterized  the  work  of  a  successful 
independent  manager  as  that  of  informing  himself  concerning 
the  markets,  materials,  and  productive  processes  of  his  busi¬ 
ness;  of  forecasting  demands  and  costs;  of  meeting  new 
situations  with  quick  decisions  and  prompt  action;  and  of 
selecting  good  subordinates  and  inspiring  them  with  the/ 
spirit  of  cooperation.1  The  Austrian  economist  Wieser  has 
also  stressed  leadership  as  the  distinctive  characteristic  of 
the  independent  manager.2  Other  economists,  emphasizing 
the  work  of  organization,  have  found  the  distinctive  producv 
tive  function  of  the  entrepreneur  in  the  minimizing  of  losses 
by  careful  combination  of  the  agents  of  production  and  by 
the  direction  of  these  agents  to  their  most  productive  uses. 

This  characterization  differentiates  the  function  of  the 
entrepreneur  from  that  of  the  labor  of  the  ordinary  routine 
sorts,  but  obviously  it  does  not  establish  a  clear  distinction 

1  Principles  of  Economics  (Eighth  Edition),  pp.  297-298. 

2  Social  Economics,  p.  324. 
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of  kind  between  entrepreneurship  and  the  highest  sort  of 
direction  and  control  by  salaried  employees.  Many  plant 
managers,  railroad  executives,  and  managers  of  large  mercan¬ 
tile  concerns  must  have  the  characteristics  and  do  the  sort 
of  work  that  has  been  described ;  yet  they  receive  wages, 
or  salaries,  and  cannot,  so  far  as  the  theory  of  distribution  is 
concerned,  be  said  to  exercise  a  productive  function  different 
in  kind  from  that  of  ordinary  labor.  If  we  read  the  biographies 
of  successful  entrepreneurs  we  find  that  many  of  them  began  as 
salaried  workers  in  not  very  responsible  positions,  were  later 
promoted  to  managerial  or  executive  jobs,  and  finally  became 
owners  and  responsible  heads  of  their  own  businesses.  No¬ 
where  is  there  a  distinct  break  between  the  work  they  did  in 
the  subordinate  position  and  the  work  they  were  called  upon 
to  do  in  the  higher  position.  The  differences  are  all  of  degree 
and  not  of  kind. 

Land,  labor,  and  capital  are  distinguished  from  each  other 
by  (1)  the  differences  in  the  parts  they  play  in  production 
and  by  (2)  differences  in  the  conditions  governing  their  sup¬ 
plies.  The  functions  of  land  and  labor  are  especially  unlike : 
the  former  is  the  passive  agent  in  production,  whereas  labor 
is  the  active  agent.  Land  furnishes  the  materials  of  produc¬ 
tion  ;  labor  moves  them  about  —  reforms  and  recombines 
them.  The  supply  of  land  is  dependent  on  unalterable  natu¬ 
ral  conditions,  discovery  and  changes  in  technique  excepted ; 
labor  in  a  technical  sense  is  a  wasting,  replaceable  agent. 
The  supply  of  land  is  unrelated  to  cost  of  production,  whereas 
the  supply  of  labor  depends,  in  part  at  least,  upon  its  costs 
of  production,  both  nominal  and  real.  Capital  is,  from  the 
physical  point  of  view,  a  product  of  the  other  two  factors, 
but  its  supply  is  limited  by  time  preference,  which  is  a  suffi¬ 
cient  distinction  to  warrant  its  being  set  up  as  a  separate 
factor  in  production.  Entrepreneurship  cannot  be  so  clearly 
differentiated.  Its  supply  is  controlled  by  the  same  forces 
that  control  the  supply  of  labor  in  general.  There  are  dif¬ 
ferences  between  the  conditions  that  make  for  a  large  or  a 
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small  supply  of  entrepreneurs  and  other  laborers,  but  the  con¬ 
ditions  affecting  the  supply  of  the  former  and  the  supply  of 
professional  workers  and  salaried  managers  occupying  impor¬ 
tant  positions  are  substantially  the  same.  Neither  is  there  a 
striking  difference  between  the  work  of  the  self-employed  busi¬ 
ness  man,  whom  we  must  call  an  "entrepreneur”  or  else  aban¬ 
don  the  term,  and  the  work  of  the  most  responsible  managers. 

It  is  sometimes  said  that  the  real  difference  between  the 
position  of  the  self-employed  business  man  and  the  salaried 
manager  is  the  fact  that  the  former  must  take  sole  responsi¬ 
bility  for  the  entire  business,  whereas  the  latter  is  responsible 
only  for  the  proper  conduct  of  the  office  he  holds,  and  that 
if  he  fails  the  burden  of  his  failure  will  fall  on  the  shoulders 
of  the  real  entrepreneur.  But  even  this  distinction  disappears 
almost  entirely  when  the  corporate  form  of  organization  super¬ 
sedes  the  individual  form.  If  the  managers  and  the  board 
of  directors  of  the  corporation  fail,  it  is  the  stockholders  or 
both  the  stockholders  and  the  bondholders  who  suffer  and 
not  someone  higher  up  in  the  management  of  the  business. 
The*  directors  suffer  because  they  have  been  owners  of  the 
securities  of  the  corporation  and  because  they  will  be  less 
likely  in  the  future  to  secure  positions  of  trust  and  responsi¬ 
bility,  but  both  sorts  of  loss  might  fall  on  a  salaried  manager. 
There  is  no  escape  from  the  conclusion  that  the  entrepreneur 
is  a  laborer.  But  there  is  a  difference  of  degree.  The  common 
laborer  is  held  responsible  only  for  the  simplest  sort  of  routine 
work ;  the  skilled  worker  is  assumed  to  know  how  to  do  more 
difficult  tasks;  the  salaried  manager  is  expected  to  know 
routine  and  to  be  able  to  judge  conditions  that  cannot  be 
described  and  provided  for  in  advance ;  and  the  entrepreneur 
is  required,  if  he  is  to  be  successful,  to  meet  still  more  uncertain 
conditions  outside  the  business  and  to  control  men  and  mate¬ 
rials  within  the  business  under  situations  that  are  not  easily 
dealt  with  by  routine  methods.  The  difference  in  the  work  of 
the  entrepreneur  and  of  the  highest  type  of  salaried  official 
may  be  very  great  or  it  may  be  slight. 
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Profits  from  the  Earnings  of  Rare  Natural  Ability.  In  business, 
as  in  the  professions,  men  of  exceptional  ability  make  very 
large  incomes.  The  lawyer  whose  ability  to  analyze  legal 
problems  or  to  plead  cases  excels  the  ability  of  all  but  a  few  of 
his  competitors  receives  fees  greatly  in  excess  of  the  average 
practitioners.  So  too  the  entrepreneur  whose  business  ability 
exceeds  that  of  his  typical  competitors  by  a  wide  margin  will 
receive  a  labor  income  greatly  in  excess  of  that  made  by  a 
majority  of  the  trade  in  which  he  is  located.  His  marginal 
productivity  is  very  great  because  under  his  direction  the 
other  three  factors  of  production  are  more  productive  than 
they  are  under  the  management  of  men  of  ordinary  ability. 
He  is  responsible  for  these  earnings,  and  they  would  disappear 
if  he  were  withdrawn  from  the  combination  and  a  manager  of 
inferior  ability  put  in  his  place. 

It  may  be  asked,  however,  how  this  sort  of  profits  differs 
from  wages.  For  the  most  part  it  differs  not  at  all.  Yet  there 
is  one  important  distinction  between  the  earnings  of  the  self- 
employed  business  man  and  the  earnings  of  the  salaried  man¬ 
ager.  When  the  latter  is  hired,  the  owner  of  the  business  agrees 
to  pay  a  stipulated  salary  for  a  given  length  of  time,  regard¬ 
less  of  the  success  or  the  lack  of  success  of  the  management. 
The  salary  will  not  be  continued,  of  course,  if  the  manager  is 
unsuccessful ;  but  there  is  always  the  risk  that  the  manager 
will  not  be  successful,  and  in  that  case  the  immediate  loss  will 
have  to  be  borne  by  the  owners  of  the  business. 

The  earnings  of  executives  who  possess  unusual  capacity  for 
leadership  in  business  will  always  be  high,  either  when  they 
are  employees  or  when  they  are  self-employed.  Usually  they 
are  not  found  in  the  ranks  of  the  employee  class.  Not  only 
do  their  energy  and  initiative  drive  them  into  independent 
undertakings,  but  the  recognition  of  their  abilities  by  others 
enables  them  to  obtain  capital  so  easily  that  they  are  sel¬ 
dom  allowed  to  remain  in  salaried  positions.  Some  retain  the 
status  of  employee,  but  at  the  same  time  exercise  dominant 
control  of  the  organizations  for  which  they  work ;  still  others 
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But  the  profits  of  business  enterprise  do  not  arise  entirely, 
under  present-day  conditions,  from  the  earnings  of  exceptional 
ability  to  manage  business  under  difficult  conditions.  Stock¬ 
holders  in  corporations  often  receive  from  their  investments 
a  return  greatly  in  excess  of  the  going  rate  of  interest,  and 
the  same  is  true  of  owners  of  small  businesses  who  are  not 
conspicuously  more  adept  in  management  than  thousands  of 
other  men  who  receive  only  the  going  rate  of  return  on  their 
investments  in  capital.  For  the  most  part  these  extraordinary 
gains  arise  from  two  sources:  from  the  unavoidable  risks 
and  uncertainties  of  business  and  from  interferences  with  free 
competition.  We  shall  turn,  first,  to  the  effect  of  risk  and  un¬ 
certainty  on  the  returns  to  the  factors  of  production. 

Uncertainty  in  Economic  Life.  In  a  changeful,  dynamic  so¬ 
ciety  uncertainty  is  always  present.  Every  person  who  engages 
in  any  economic  activity  must  encounter  situations  in  which  •  < 
the  effects  of  action,  of  decisions,  and  of  policies  cannot  be 
definitely  forecast.  The  laborer  takes  the  chance  of  bodily 
injury,  of  unemployment  and  abnormally  low  wages  because  of 
an  oversupplied  labor  market,  and  of  adverse  changes  in  the 
real  value  of  his  money  wage.  The  skilled  laborer  encounters 
uncertainty  in  respect  to  all  these,  plus  the  further  chance 
that  the  trade  which  he  has  learned  at  a  considerable  money 
expense  and  at  the  sacrifice  of  time  and  energy  will  be  rendered 
obsolete  by  an  invention  or  a  change  in  the  demand  of  con¬ 
sumers.  Labor  in  the  salaried  class  or  in  the  professional  and 
managerial  groups  runs  less  risk  of  temporary  unemployment 
and  of  bodily  injury  than  do  factory  hands  and  ordinary  sales¬ 
people  ;  but  in  these  higher  occupations  there  are  also  uncer¬ 
tainties  of  demand  for  the  services  of  the  workers  and  chances 
that  the  type  of  work  for  which  they  have  prepared  them¬ 
selves  will  become  obsolete. 

The  nonhuman  factors  of  production  are  also  subject  to  un¬ 
certainty.  Owners  of  land  cannot  completely  foresee  the  growth 
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of  business  in  the  city  where  the  land  is  situated,  the  direc¬ 
tion  of  spread  of  population  and  of  business-building,  the 
amount  of  taxation,  and  many  other  conditions  that  affect  the 
rental  of  their  property.  Capital  invested  in  any  productive 
enterprise  must  be  so  invested  in  the  face  of  numerous  un¬ 
certainties.  Machinery  and  other  capital  equipment  may  be 
superseded  by  improved  equipment.  The  owners  may  have 
located  the  plant  in  a  good  territory  at  the  time  the  plant  was 
built,  only  to  find  later  that  a  new  plant  in  a  better  location 
has  deprived  them  of  their  markets.  To  conclude :  all  types- 
of  economic  activity  and  all  the  factors  of  production  are 
subject  to  uncertainty. 

The  term  "risk”  is  commonly  used  to  mean  the  chance  of 
an  adverse  uncertainty.  One  would  not  speak  of  the  "risk" 
that  his  house  would  not  burn,  or  that  the  growth  of  business 
in  the  neighborhood  of  his  land  would  cause  his  rentals  to 
increase  unexpectedly.  Hence  we  have  used  the  term  "uncer¬ 
tainty’'  to  indicate  that  the  unforeseen  future  events  may 
turn  out  either  more  favorably  or  less  favorably  than  had  been 
anticipated.  There  is  no  positive  gain  to  offset  bodily  injury,  — 
one  of  the  risks  of  labor,  —  or  to  offset  loss  of  capital  by  fire, 
windstorm,  and  the  like.  These  are  risks  from  physical  injury. 
But  purely  economic  uncertainties  are  of  the  nature  of  varia¬ 
tions  about  normal  price.  The  laborer  may  suffer  unemploy¬ 
ment,  or  he  may  chance  to  obtain  work  under  conditions 
where  the  wage  is  adjusted  on  the  assumption  of  a  certain 
amount  of  unemployment,  and  yet  not  be  subjected  to  loss  of 
working  time.  The  owner  of  capital  may  find  that  the  demand 
for  its  products  increases  unexpectedly  and  that  his  gains  far 
exceed  the  marginal  cost  of  saving.  Landowners  receive  wind¬ 
falls  from  various  sources,  all  of  which  increase  the  rental  of 
the  land  by  increasing  the  demand  for  it.  Purely  economic 
uncertainty  gives  rise,  then,  to  both  unpredictable  gains  and 
unpredictable  losses. 

The  fact  that  uncertainty  surrounds  the  utilization  of  the 
factors  of  production  does  not  mean  that  each  and  every  owner 
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must  take  chances  of  loss  or  gain  in  employing  them.  The 
owner  T>FT>uiIdings  may  shift  the  risk  of  loss  by  fire  to  an 
insurance  company ;  the  saver  may  transfer  some  of  the  risk 
of  loss  to  others  by  lending  to  them  on  mortgage  security 
greater  than  the  amount  of  the  loan.  Throughout  the  eco¬ 
nomic  structure  of  modern  society  we  find  that  the  taking  of 
risk  —  the  assumption  of  responsibility  for  meeting  uncer¬ 
tainty  —  is  shifted  from  groups  owning  certain  factors  to 
other  groups  who  own  either  different  factors  or  similar  fac¬ 
tors.  But  the  people  who  chiefly  relieve  others  of  uncertainty 
are  the  owners  of  property  —  land  and  capital.  Laborers  can¬ 
not  easily  guarantee  others  against  loss.  Human  beings  are 
not  vendible  assets,  and  no  mortgage  can  be  placed  on  them 
to  secure  other  laborers  or  the  owners  of  land  and  capital. 
Examples  of  the  transfer  of  uncertainty-bearing  from  one 
group  to  another  are  numerous.  When  the  laborer  receives 
a  stipulated  wage,  he  transfers  to  his  employers  the  risk  that 
the  goods  he  produces  will  not  sell  for  anticipated  prices.  The 
investor  in  bonds  and  in  mortgage  notes  shifts  the  uncertainty 
that  pertains  to  the  properties  in  which  his  money  is  invested 
to  the  stockholder  and  to  the  owner  of  the  mortgaged  property. 
But  there  is  no  complete  shifting.  The  employer  may  become 
bankrupt  and  fail  to  pay  the  stipulated  wage  ;  the  corporation 
may  fail  and  the  security  for  its  bonds  prove  inadequate  ;  and 
the  property  by  which  the  mortgage  note  is  secured  may  turn 
out  to  have  less  money  value  than  the  amount  of  the  loan. 

The  Entrepreneur  as  Risk-Taker.  It  usually  happens  in  a 
small  business  that  the  responsible  head  has  made  a  consider¬ 
able  investment  of  his  own  capital.  This  is  but  natural,  since 
neither  laborers  nor  investors  will  intrust  their  services  or 
their  property  to  one  who  has  no  assets  with  which  to  guaran¬ 
tee,  at  least  partly,  the  payment  of  wages  and  interest.  Final 
authority  and  the  power  to  guarantee  usually  go  together. 
The  control  of  a  business  is  not  usually  intrusted  to  men  unless 
they  can  be  held  responsible  for  their  decisions,  and  the  final 
test  of  responsibility  for  policies  and  minor  decisions  is  the 
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ability  to  make  good  such  losses  as  arise  from  errors  in  judg¬ 
ment  with  valuable  property.1  Thus  it  comes  about  that  the 
entrepreneur  is  both  the  final  authority  and  the  principal  risk- 
taker  in  the  average  small  business.  Naturally  this  arrange¬ 
ment  is  satisfactory  to  the  entrepreneur  as  well  as  to  the  in¬ 
vestor  and  the  laborer.  If  a  man  is  asked  to  pledge  his  property 
for  the  losses  that  may  occur  in  the  conduct  of  business,  he 
wishes  to  have  the  final  decision  on  questions  pertaining  to  the 
conduct  of  the  business. 

The  development  of  the  giant  corporation  has  changed 
somewhat  the  relations  between  risk-taking  and  final  au¬ 
thority  for  business  decisions.  As  we  know,  the  stock  of  these 
concerns  is  often  held  by  thousands  of  people  who  own  only  a 
few  shares  each.  But  a  majority  of  these  widely  scattered 
owners  of  stock  never  participate  directly  in  the  determi¬ 
nation  of  business  policies.  A  small  inner  group  who  are 
large  stockholders,  or  who  can  count  on  voting  by  proxy 
large  blocks  of  stock,  or  who  have  secured  control  in  some 
other  manner  run  the  affairs  of  the  corporation.  Here  we  find  a 
partial  separation  of  final  authority  from  risk-taking. 

Risk-Taking  and  Profits.  If  one  person  relieves  others  of  the 
unavoidable  risks  of  business,  he  must  bear  the  losses  that 
arise  from  adverse  events ;  he  is  also  the  recipient  of  gains 
arising  from  favorable  events.  If  an  undertaking  turns  out 
better  than  had  been  anticipated  by  a  majority  of  those  who 
have  opportunities  to  invest  in  it  or  similar  enterprises,  pure 
profits  are  made ;  if  the  outcome  is  less  favorable  than  had 
been  anticipated,  the  result  is  a  net  loss.  Now  it  might  be 
supposed  that  after  a  certain  type  of  business  had  been  operat¬ 
ing  for  a  generation,  the  chances  of  loss  and  gain  would  become 
known,  just  as  it  becomes  known  about  how  great  the  proba¬ 
bility  is  that  a  certain  number  of  houses  in  each  city  will  burn 
annually.  Something  of  the  sort  does  take  place.  Old  lines  of 
business  are  less  uncertain  than  new  ventures,  which  are 

There  are  of  course  exceptions  trustees,  executors  of  wills,  guardians  of 
minors,  and  the  like. 
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proverbially  speculative.  But  purely  physical  phenomena, 
such  as  fires  and  windstorms,  against  which  insurance  can  be 
carried,  are  the  results  of  relatively  stable  forces.  In  purely 
economic  affairs  there  is  not  the  same  stability.  Even  well- 
established  lines  of  business  are  subject  to  the  effects  of 
changing  demand,  inventions,  shifts  in  the  location  of  popu¬ 
lation,  and  many  other  variations  that  affect  costs  of  produc¬ 
tion  and  price.  Nothing  like  the  general  experience  of  the 
fire-insurance  companies  emerges.  Moreover,  no  insurance 
scheme  will  enable  one  to  predict  whether  a  given  building 
will  burn.  Only  the  general  average  liability  is  ascertainable, 
and  even  that  is  not  accurately  predictable.  Whether  a  given 
business  enterprise  will  encounter  what  might  be  called  "aver¬ 
age  conditions”  is  always  a  matter  of  uncertainty. 

_Pure  profits  arise  in  part  from  the  good  luck  of  certain  en¬ 
terprises.  These  are  the  concerns  that  encounter  less  than  the 
average  adverse  conditions.  And  the  profits  that  come  to  the 
proprietors  are  purely  fortuitous  gains.  But  since  the  laborers 
and  the  bondholders  have  been  guaranteed  wages  and  inter¬ 
est,  the  stockholders  retain  the  larger  portion  of  these  gains. 
The  investors  on  mortgage  security  may  likewise  secure  a 
part  of  them,  because  all  contractual  interest  rates  are  affected 
by  the  risk  that  the  principal  will  be  lost  if  the  mortgagor 
fails  in  business.  To  put  the  matter  concretely,  if  the  investors 
have  lent  money  to  the  concern  at  6  per  cent  when  govern¬ 
ment  bonds  paid  only  4  per  cent,  the  extra  2  per  cent  is  chiefly 
a  premium  for  risk-taking.  If  the  investors  find  that  after 
half  a  century  no  loss  has  occurred,  they  may  count  a  part  of 
their  receipts  from  contractual  interest  as  pure  profits. 

In  dealing  with  conditions  of  uncertainty  some  men  have 
far  greater  ability  than  have  others;  some  have  far  greater 
opportunities  to  discover  good  investments  than  have  others ; 
and  some  have  better  opportunities  for  spreading  their  invest¬ 
ments  widely,  so  that,  like  an  insurance  company,  they  will 
receive  the  benefit  of  numerous  chances.  If  the  individual  has 
exceptional  ability  to  estimate  uncertainty,  the  extra  return 
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on  his  investments  must  be  attributed  to  his  personal  abilities 
and  is  therefore  a  kind  of  wage.  It  is  substantially  the  same 
as  the  pure  profits  that  arise  from  exceptional  ability  as  an 
entrepreneur.  The  gains  which  an  individual  receives  because 
he  has  better  opportunities  to  know  the  relevant  facts  about 
investments  than  a  majority  are  clearly  gains  which  arise 
because  of  the  impediments  to  competition.  The  same  con¬ 
clusion  applies  to  gains  that  come  from  the  possession  of  a 
large  amount  of  wealth  which  enables  the  owner  to  spread 
his  investments. 

The  Real  Cost  of  Risk-Taking.  If  the  assumption  of  the 
greater  part  of  the  risks  of  business  were  regarded  as  a  hard¬ 
ship  by  the  entrepreneurs,  then  a  special  compensation  would 
need  to  be  forthcoming  before  men  would  assume  these  risks. 
It  is  often  argued  that  men  prefer  certainty  to  uncertainty ; 
that,  other  things  being  equal,  one  would  rather  have  a  good 
investment  that  paid  5  per  cent  than  a  risky  one  that  promised 
either  10  per  cent  or  nothing.  But  this  generalization  is  not 
accurate.  Investors  are  not  all  of  the  same  temperament. 
Some  do  actually  prefer  the  chance  of  great  gain,  even  though 
it  is  a  very  remote  one,  to  an  investment  that  promises  a 
smaller  return  as  a  maximum  but  a  larger  probable  one.  Others 
can  scarcely  be  induced  to  take  any  chance  at  all.  They  too 
overlook  the  actuarial  probability.  Investors  of  the  cautious 
type  are  not  usually  found  among  the  entrepreneur  class  unless 
the  inheritance  of  property  forces  them  into  the  position.  In 
business  they  seek  salaried  positions,  and  for  their  invest¬ 
ments  they  demand  conservative  securities.  Entrepreneurs 
are  recruited  from  those  who  are  willing  to  take  risks.. 

Whether  payment  is  necessary  to  induce  the  bulk  of  the 
entrepreneurs  to  enter  business  cannot  be  definitely  deter¬ 
mined.  There  seems  to  be  little  evidence  that  anything  in 
addition  to  the  chance  that  they  may  make  large  fortunes  is 
necessary.  And  this  conclusion  is  given  more  weight  by  the 
fact  that  the  independence  enjoyed  by  the  entrepreneur  is  to 
many  men  a  very  great  satisfaction.  They  wish  to  give 
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orders,  not  to  receive  them,  and  they  wish  to  manage  their 
own  investments.  But  independence  and  management  are  at¬ 
tended  by  risk,  and  with  control  goes  responsibility. 

Natural  Limitations  on  Competition.  The  theories  of  value 
and  distribution  have  been  set  forth  under  the  assumption 
that  competition  works  faultlessly.  Yet  attention  has  been 
called  to  the  fact  that  interferences  exist,  and  the  effects 
of  such  obstructions  have  been  explained.  Completely  free 
competition  is  practically  never  encountered.  There  is  al¬ 
ways  some  immobility  of  the  factors  of  production,  market 
information  is  never  complete,  and  human  inertia  is  always 
present.  Nor  could  these  obstacles  be  entirely  removed  even 
if  men  strove  with  the  best  intentions  to  destroy  them.  They 
are  natural  —  a  part  of  the  unescapable  conditions  of  human 
society.  It  is  sometimes  said  that  in  a  static  state  competition 
would  be  perfect.  If  there  were  no  change  of  any  sort  men 
would  be  able  to  obtain  all  the  information  relevant  to  their 
particular  tasks,  and  labor,  capital,  land,  and  management 
would  be  evenly  distributed  throughout  all  industry.  With 
this  statement  we  may  agree  if  we  also  assume  that  effects 
of  inertia,  impulse,  education,  and  social  adaptation  are  also 
somehow  miraculously  abolished.  The  picture  is  too  nearly 
perfect.  It  presents  man  not  as  a  biologic  organism  adapting 
himself  to  an  environment  that  is  both  natural  and  social, 
but  as  a  machine  set  to  run  in  grooves.  It  is  a  useful  device 
for  the  first  step  in  economic  analysis  when  we  desire,  as 
Alfred  Marshall  put  it,  to  impound  all  variables  but  the  one 
under  examination  within  the  pale  of  other  things  being 
equal ;  but  it  becomes  an  obstruction  to  economic  thinking 
if  we  refuse  to  recognize  its  lack  of  complete  reality. 

Natural  limitations  on  free  competition  prevent  the  free 
flow  of  the  factors  from  place  to  place  and  from  business  to 
business.  Hence  these  factors  do  not  always  earn  their  po¬ 
tential  normal  marginal  productivity.  Some  earn  more,  and 
some  earn  less.  The  position  of  the  entrepreneur  enables  him 
to  take  some  of  the  gain  when  by  good  luck  it  happens  that 
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natural  obstacles  to  competition  cause  the  factors  which  he 
employs  to  produce  more  than  the  normal  fate  of  return. 
But  he  is  also  compelled  to  take  the  lean  with  the  fat ;  and  if 
the  failure  of  competition  works  to  the  disadvantage  of  the 
business  he  controls,  he  must  accept  the  loss.  As  we  have 
seen,  some  of  these  gains  and  losses  are  shared  by  the  laborers, 
the  savers,  and  the  landlords. 

Surpluses  that  arise  from  these  unavoidable  limitations  on 
competition,  which  are  not  the  results  of  conscious  design, 
are  in  no  sense  due  to  the  productive  contribution  of  the 
entrepreneur.  Not  only  entrepreneurs  but  also  laborers,  land¬ 
lords,  and  investors  participate  in  surpluses  and  deficits, 
caused  by  these  obstacles  to  complete  mobility.  Therefore 
we  cannot  find  in  them  a  peculiar  share  in  distribution.  They 
must  be  looked  upon  as  deviations  of  the  short-run  earnings 
of  the  factors  from  their  normal  or  long-run  productivity. 

Gains  of  Monopoly  and  of  Exploitation.  Any  entrepreneur  who 
can  buy  raw  materials,  capital  goods,  labor,  and  land  in  the 
open  market  at  competitive  rates  and  sell  their  products  in  a 
restricted  or  partly  monopolized  market  can  make  gains  that 
are  above  the  normal  competitive  return  of  these  factors.  Legal 
monopolies  of  all  sorts  offer  opportunities  for  this  kind  of  gain. 
So  do  partial  monopolies  due  to  other  causes  or  combinations 
that  restrict  the  free  flow  of  capital  into  the  fields  in  which 
they  operate.  But  these  gains  are  not  due  to  entrepreneurship. 
Rather,  they  result  from  privileges  granted  by  government, 
from  evasions  of  the  law,  and  sometimes  from  sheer  fraud 
and  intimidation.  In  the  early  history  of  the  railroads  large 
shippers  were  sometimes  able  to  ruin  their  competitors  by 
forcing  the  roads  to  grant  them  rates  below  the  authorized 
schedules  which  were  enforced  against  their  competitors. 
Today  we  often  hear  of  "unfair  competition'’  and  "unfair 
methods  of  getting  business.”  A  business  man  who  induces 
the  employees  of  his  rivals  to  reveal  confidential  information 
or  who  imitates  closely  the  brands  of  his  competitors  may  gain 
by  doing  so,  but  the  reward  he  receives  is  not  a  payment  for 
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productiveness  any  more  than  is  the  gain  of  the  confidence 
man  or  the  swindler.  In  every  field  of  productive  enterprise 
there  are  opportunities  for  shrewd,  unscrupulous,  and  ruthless 
men  to  prey  upon  their  associates  in  business,  upon  the  con¬ 
suming  public,  and  upon  laborers.  Their  gains  are  partl}r 
wages  and  partly  profits ;  the  latter  we  may  classify  as  ex¬ 
ploitative  profits. 

In  a  somewhat  different  category  are  the  gains  from  impedi¬ 
ments  placed  by  entrepreneurs  in  the  way  of  the  spread  of 
improvements  and  market  information.  New  processes  are 
carefully  guarded  to  prevent  competitors  from  gaining  knowl¬ 
edge  of  them.  The  names  of  profitable  patrons,  mailing  lists, 
price  lists,  and  the  location  of  desirable  markets  are  regarded 
as  information  not  to  be  made  public.  Probably  the  signifi¬ 
cance  of  these  business  secrets  has  been  overestimated.  In 
many  lines  the  producers  have  found  that  it  is  desirable  that 
market  information  should  be  pooled  and  then  disseminated 
generally  to  the  entire  trade.  Certainly  it  is  to  the  advantage 
of  society  to  have  all  advances  in  technique  and  in  business 
methods  made  available  to  all  producers.  When  the  entre¬ 
preneur  can  gain  by  preventing  the  spread  of  improvements 
or  of  market  information,  he  may  earn  more  on  the  factors 
of  production  than  the  going  rates  placed  on  them  in  the 
open  market.  But  we  must  decline  to  call  such  activities 
productive. 

Summary  and  Conclusion.  Business  profits,  as  the  term  is 
commonly  used,  include  the  total  receipts  of  the  business 
unit  less  payments  to  creditors,  to  laborers,  and  to  others 
outside  the  proprietorship.  But  business  profits  are  chiefly 
composed  of  interest,  land  rent,  and  the  wages  of  the  owner- 
operators  of  the  business.  The  surpluses  over  and  above  the 
normal  returns  to  the  factors  other  than  entrepreneurship 
are  pure  profits.  Pure  profits  can  be  analyzed  into  several 
unlike  constituents :  (1)  The  earnings  of  unusual  ability  to 
manage  and  to  forecast  future  business  conditions,  which  are 
returns  not  clearly  distinguishable  from  wages.  (2)  Gains 


508 


PRINCIPLES  OF  ECONOMICS 


due  to  the  uncertainties  of  economic  life,  most  of  which  are 
received  by  the  owners  of  property.  Because  the  entrepreneur 
is  a  property-holder  and  because  of  his  position  in  the  organi¬ 
zation  of  business,  he  is  in  a  better  position  to  secure  these 
gains  than  are  laborers  or  investors  who  insist  on  mortgage  or 
other  special  security.  But  in  the  case  of  the  corporation  the 
responsibility  for  final  decisions  and  risk-taking  tend  to  become 
separated.  When  they  do,  the  gains  from  uncertainty  go  to 
the  stockholders  and  not  to  those  who  control,  except  to  the 
extent  that  the  latter  are  also  stockholders.  (3)  Gains  from 
natural  or  from  legally  produced  artificial  obstacles  to  free  com¬ 
petition.  (4)  Gains  from  fraud  and  other  illegal  and  unethical 
interferences  with  economic  liberty. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Does  the  farmer  per  form  entrepreneurial  functions?  the  physician? 
the  owner  of  preferred  stock  in  a  corporation  ?  a  hired  accountant  ?  the 
superintendent  of  a  plant  who  owns  no  stock  in  the  corporation  ? 

2.  Is  any  part  of  gain  from  speculation  in  stocks  economic  profit? 
any  part  of  increase  in  the  value  of  inventories?  If  not,  how  should 
you  classify  them  ? 

3.  Are  exploitative  profits  earned  or  unearned  incomes  ?  Would 
production  be  reduced  if  the  government  should  take  them  away? 
Would  the  prices  of  products  of  the  industries  in  which  these  profits 
are  found  be  increased  if  the  government  took  them  ? 

4.  The  earnings  of  especially  capable  entrepreneurs  are  sometimes 
called  the  rent  of  natural  ability.”  In  which  respects  are  such  earn¬ 
ings  like  the  rent  of  land?  In  which  respects  are  they  unlike? 

5.  The  entrepreneur  has  been  called  the  "residual  claimant”  in 
distribution.  He  is  said  to  take  the  net  income  that  is  left  after  the 
other  factors  have  been  paid  their  normal  shares.  Is  this  statement 
correct  as  regards  (1)  exploitative  profits?  (2)  fortuitous  gains? 
(3)  the  income  from  rare  natural  ability  ? 

6.  If  you  found  that  a  corporation  had  been  earning,  on  the  average, 
6  per  cent  on  the  original  investment  of  the  stockholders,  should  you 
say  that  they  had  made  any  pure  profit?  Suppose  that  they  had 
earned  20  per  cent  in  one  year  ?  20  per  cent  on  the  average  ? 


PART  II.  INSTITUTIONAL  ASPECTS 
OF  DISTRIBUTION 


CHAPTER  XXIX 

TRADE  UNIONISM  AND  LABOR  LEGISLATION 

The  Origin  of  Trade  Unions.  Labor  organizations  are  the 
product  of  the  modern  capitalistic  economy.  They  developed 
first  in  England,  and  the  following  generalizations  apply  par¬ 
ticularly  to  that  country.  In  the  pre-capitalist  period  families 
were  to  a  large  extent  self-sufficient,  producing  for  themselves 
the  things  they  needed.  In  so  far  as  they  produced  for  the  mar¬ 
ket,  it  was  a  local  and  restricted  market.  The  peasant  cultiva¬ 
tors  worked  on  strips  of  land  which  they  held  under  the  feudal 
lord,  and  they  themselves  owned  the  necessary  implements 
and  work  animals.  The  handicraftsmen  in  the  towns  employed 
themselves  in  their  own  shops  and  sold  their  products  in  the 
local  market.  Later  came  the  various  inclosure  movements, 
which  expelled  the  cultivators  from  the  soil  and  made  them 
wageworkers.  At  the  same  time  the  guild  system,  with  its 
local  markets  and  independent  masters,  was  broken  up  under 
the  impetus  of  the  growing  trade  and  commerce  which 
sprang  from  the  development  of  ocean  navigation,  the  dis¬ 
covery  of  the  New  World,  and  the  planting  of  colonies.  New 
industrial  towns  grew  up  in  which  the  dispossessed  peasants 
and  the  former  independent  masters,  who  were  unable  to 
cope  with  the  new  situation,  found  employment.  But  it  was 
not  a  factory  system  that  they  entered :  it  was  a  domestic 
or  contract  system.  The  rising  group  of  merchant  capitalists 
who  had  contact  with  the  distant  markets  let  the  work  out 
to  be  done  in  the  homes  of  the  workpeople.  The  wage-earners 
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still  worked  with  their  own  tools,  but  they  worked  on  materials 
owned  by  the  merchant  capitalists,  who  sold  them  in  the  dis¬ 
tant  markets.  Sometimes  the  merchant  capitalists  employed 
a  limited  number  of  workmen  in  a  "manufactory,”  where  they 
introduced  a  considerable  amount  of  division  of  labor,  though 
the  work  was  done  with  the  aid  of  simple  hand  tools.  The  bulk 
of  the  work,  however,  was  done  under  the  domestic,  or  house¬ 
work,  system.  The  former  independent  handicraftsmen  were 
unable  to  compete  in  the  open  market  with  these  merchant 
capitalists.  As  a  result  they  were  gradually  forced  to  give  up 
their  own  little  businesses  and  sell  their  labor  to  the  merchant 
capitalists.  In  this  manner  the  former  peasants  and  inde¬ 
pendent  artisans  gradually  became  a  body  of  permanent 
wage-earners.  Finally  came  the  invention  of  machinery  and 
the  introduction  of  the  factory  system.  Under  this  system 
the  wage-earners  no  longer  worked  with  their  own  tools  in 
their  own  shops  or  homes,  but  in  factories  owned  by  the 
growing  body  of  manufacturing  capitalists.  A  similar  trans¬ 
formation  took  place  in  large  part  in  trade,  transportation, 
and  other  mechanical  pursuits. 

Thus  modern  capitalism  created  an  industrial  wage-earning 
class  out  of  a  population  which  had  in  large  part  employed 
themselves.  The  transformation  can  perhaps  most  vividly 
be  illustrated  by  showing  what  would  take  place  if  American 
farming  should  develop  from  the  small-scale,  individual- 
proprietorship  type  to  the  large-scale  "factory  system”  type 
of  farming.  Suppose  that  farming  could  be  more  economically 
carried  on  by  corporations  owning  large  tracts  of  land  and 
employing  scores  or  even  hundreds  of  workmen  and  expensive 
machinery.  Should  such  a  development  take  place,  our  pres¬ 
ent  small-scale  independent  farmers  would  become  a  body  of 
wage-earners.  This  is  exactly  the  sort  of  thing  that  took  place 
with  reference  to  a  considerable  body  of  peasants  and  artisans 
of  the  pre-capitalist  era.  The  modern  wage-earning  class  is  a 
product  of  the  Commercial  and  Industrial  Revolutions.  In¬ 
stead  of  independent  masters  owning  their  own  hand  tools 
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and  selling  their  own  products  we  have  wage-earners  with 
nothing  to  sell  but  their  labor. 

In  the  Middle  Ages  the  handicraftsmen  had  formed  guilds 
to  protect  themselves  in  the  sale  of  their  products.  Trans¬ 
formed  into  wage-earners,  they  now  began  to  form  labor 
organizations  to  protect  themselves  in  the  sale  of  their  labor. 
And  this  became  all  the  more  necessary  in  the  latter  half  of 
the  eighteenth  century  and  the  early  nineteenth  century  be¬ 
cause  of  the  breakdown  of  governmental  regulations  and  the 
introduction  of  the  laissez-faire  regime.  Formerly  products 
were  sold  in  a  local  market  controlled  by  custom  and  guild 
or  governmental  regulations.  In  the  new  regime  the  wage- 
earners  found  themselves  disposing  of  their  labor  in  an  open, 
competitive  market,  a  market  without  any  of  the  dikes  and 
bulwarks  of  organized  effort  or  governmental  protection,  a  mar¬ 
ket  subject  to  the  inundation  of  a  flood  of  competing  labor  — 
woman  labor,  child  labor,  prison  labor,  workhouse  labor, 
immigrant  labor,  and  increasing  population.  The  laborer’s 
problem  was  to  protect  himself  against  this  inundation,  to 
protect  his  labor  market.  It  was  out  of  this  situation  that 
trade  unionism  arose. 

How  Trade  Unions  affect  Wages.1  Trade  unions  are  essen¬ 
tially  marketing  organizations  engaged  in  selling  labor  serv¬ 
ices.  We  have  already  shown  that  wages  are  determined  by 
the  marginal  productivity  of  labor ;  yet  it  is  well-recognized 
that  trade  unions  may  influence  the  rate  of  wages.  But  this 
fact  is  in  no  way  inconsistent  with  the  theory  of  wages  which 
we  have  presented.  We  shall  briefly  summarize  at  this  point 
the  manner  in  which  trade  unions  may  affect  wages. 

The  influence  which  trade  unions  have  on  wages  may  be 
stated  under  two  heads :  (1)  trade  unions  may  assist  the  wage- 
earner  in  obtaining  from  his  employer  the  full  value  of  his 
labor;  (2)  trade  unions  may  alter  the  value  (marginal  pro¬ 
ductivity)  of  labor. 

1  See  Alvin  H.  Hansen’s  article  "The  Economics  of  Unionism,”  in  the  Journal 
of  Political  Economy,  August,  1922. 
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In  the  first  place,  a  trade  union  may  engage  exclusively  in 
the  orderly  selling  of  the  labor  supply  of  a  certain  trade.  Such 
a  union  will  admit  all  comers  into  the  union  without  any 
restrictions  whatever.  It  seeks  to  sell  the  labor  of  its  members 
for  what  it  is  economically  worth  —  namely,  the  money  equiv¬ 
alent  of  its  marginal  productivity.  Such  a  union  is  an  infor¬ 
mational  and  bargaining  organization.  It  keeps  in  touch  with 
all  available  facts  as  to  the  supply  and  demand  for  labor, 
the  condition  of  the  market,  the  prices  at  which  goods  are 
sold,  costs  of  production,  the  profits  of  employers,  the  rates 
of  wages  paid  in  different  localities,  and  the  rates  of  wages  in 
different  industries.  The  union  is  thus  able  to  bargain  intel¬ 
ligently  with  the  employer.  Many  an  ignorant  immigrant 
laborer  has  sold  his  labor  far  below  the  going  market  rate 
because  he  knew  nothing  about  the  alternative  opportunities. 
He  did  not  know  what  he  could  get  elsewhere.  Only  when 
the  union  came  in  and  informed  him  what  his  labor  was  worth 
did  he  obtain  the  full  value  of  the  marginal  product  of  his 
labor.  One  of  the  important  functions  of  trade  unions  is  there¬ 
fore  to  assist  workmen  in  getting  wages  commensurate  with 
the  value  of  their  labor.  To  do  so  it  is  necessary  not  only  to 
supply  information  about  alternative  opportunities,  but  also 
to  strengthen  the  reserve  or  waiting  power  of  the  laborers  so 
that  it  shall  not  be  necessary  to  take  whatever  wage  is  offered. 
The  funds  of  the  union  and  its  power  to  assess  working 
members  constitute  such  a  reserve  and  strengthen  the  with¬ 
holding  power  of  the  wage-earners. 

In  the  second  place,  trade  unions  may  materially  affect  the 
market  value  or,  in  more  technical  economic  language,  the 
marginal  productivity  of  labor.  The  marginal  productivity 
of  labor  may  be  affected  in  one  of  three  ways :  (1)  by  changing 
the  personal  efficiency  of  labor,  (2)  by  changing  the  supply 
of  labor  relative  to  the  other  factors  of  production,  and  (3)  by 
changing  the  efficiency  of  the  other  factors  of  production. 

Employers  as  a  rule  contend  that  trade  unions  have  a  tend¬ 
ency  to  lower  the  personal  efficiency  of  labor  by  imposing 
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restrictions  on  output.  Trade  unionists  usually  insist  that 
they  do  not  attempt  to  restrict  output,  and  that  such  restric¬ 
tions  as  do  take  place  are  common  to  both  union  and  non¬ 
union  workers.  Into  this  controversy  we  shall  not  enter  except 
to  say  that  in  Great  Britain,  at  any  rate,  it  appears  that  union 
regulations  have  had  the  effect  of  restricting  output.  During 
the  war,  however,  British  unions  agreed  to  abandon  tem¬ 
porarily  their  restrictive  regulations  in  the  interest  of  larger 
national  productivity.  In  this  country  there  are  indications 
that  some  unions  at  any  rate  are  coming  to  realize  the  import¬ 
ance  of  maintaining  production  standards. 

The  effect  of  trade  unions  on  wages  is  more  apparent,  how¬ 
ever,  in  other  directions.  Trade  unions  have  always  sought 
to  limit  the  total  supply  of  labor.  Thus  they  have  opposed 
child  labor,  woman  labor,  prison  labor,  and  immigrant  labor. 
They  have  had  a  large  influence  over  our  immigration  policy. 
The  Knights  of  Labor,  an  early  labor  organization,  was  largely 
responsible  for  the  passage  of  the  anticontract  labor  law  which 
prohibited  an  employer  from  advancing  the  transportation 
fare  to  a  prospective  immigrant  on  condition  that  he  would 
work  it  out  after  coming  to  this  country.  Labor  organiza¬ 
tions  took  the  lead  in  the  agitation  for  the  exclusion  of  Chinese 
labor.  The  American  Federation  of  Labor  has  been  in  the  fore¬ 
front  in  the  long  struggle  to  secure  legislation  restricting  im¬ 
migration.  More  recently  the  incoming  of  Mexican  labor  has 
been  a  matter  of  considerable  concern  to  the  trade-union  move¬ 
ment.  Likewise  the  trade  unions  in  the  North  are  opposed 
to  the  northward  migration  of  negro  labor.  Moreover,  the 
labor  movement  in  all  countries  is  opposed  to  measures  which 
aim  to  increase  the  birth  rate.  It  is  said  that  in  the  period  of 
the  Industrial  Revolution  in  England  there  were  weaving  dis¬ 
tricts  in  which  allowances,  over  and  above  the  regular  wages, 
were  made  to  employees  who  had  more  than  two  children 
under  ten  years  of  age.  Only  recently  large-family  leagues 
have  been  organized  in  France,  and  numerous  funds  have  been 
set  up  by  Employers’  Associations  —  notably  in  France,  Ger 
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many,  and  the  Netherlands  —  which  pay  an  allowance  (in 
addition  to  wages)  based  on  the  size  of  the  family.  A  work¬ 
man  is  paid  first  a  wage  proportional  to  the  value  of  the  work 
done,  and,  in  addition,  an  allowance  for  his  children.  The 
allowance  is  paid  out  of  a  central  fund,  to  which  each  em¬ 
ployer  contributes  in  proportion  to  the  workmen  employed. 
Thus  it  is  immaterial  to  the  individual  employer  whether  he 
employs  single  men  or  family  men.  It  is  characteristic  that 
the  labor  movements  of  these,  countries  are  concerned  that 
these  funds  shall  be  so  organized  that  they  shall  not  tend  to 
stimulate  the  growth  of  population. 

Now  it  follows  necessarily  from  the  principles  of  wages, 
which  we  have  elsewhere  explained,  that  if  trade  unions^are 
able  to  restrict  the  total  supply  of  labor,  such  action  will  in¬ 
crease  the  marginal  productivity  of  labor  and  hence  the 
general  level  of  wages. 

But  although  trade  unions  are  concerned  over  the  supply 
of  labor  as  a  whole,  each  union  is  particularly  concerned  over 
the  supply  of  labor  in  its  own  special  trade  or  craft.  The 
interests  of  each  labor  group  are  affected,  it  is  true,  by  the 
general  labor  market.  A  low  general  wage  level  is  a  constant 
menace  to  a  special  high-wage  group,  since  there  is  always  a 
tendency  to  "spill  over”  from  the  flooded  market  to  the  more 
favorably  situated  one.  Nevertheless  it  is  quite  possible  for 
a  special  group  to  lift  its  wages  far  above  the  general  level. 
Such  high  wages  are  to  be  explained  chiefly  on  the  ground  of 
a  relative  scarcity  of  labor  due  to  the  special  skill  and  training 
required  ;  but  a  trade  union  may  increase  this  relative  scarcity 
in  its  own  specialized  labor  market  through  such  devices  as 
the  closed  shop,  high  initiation  fees,  limitation  of  apprentices, 
and  a  minimum  wage. 

The  union  closed  shop  means  a  shop  in  which  only  union 
people  can  be  employed.  If  this  is  accompanied  by  a  closed 
union  (a  union  which  refuses  to  admit  new  members  or  at 
least  limits  rigidly  the  number  of  members)  we  have  a  mo¬ 
nopoly  control  over  the  supply  of  labor.  Here  we  have,  then, 
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"monopoly  wages”  analogous  to  "monopoly  price.”  This 
does  not  mean,  however,  that  the  wages  are  higher  than 
the  marginal  productivity  of  this  labor  group.  Rather  it 
means  that  this  labor  group  has  artificially  limited  the  supply 
of  labor  in  this  line  of  work  to  such  an  extent  that  the  marginal 
productivity  is  exceptionally  high. 

But  the  great  majority  of  unions  do  not  limit  their  mem¬ 
bership  ;  on  the  contrary  they  employ  numerous  organizers 
who  are  constantly  seeking  to  enroll  new  members.  They  can 
in  no  sense  be  charged  with  being  monopolistic  in  the  usual 
sense  of  that  term.  Nevertheless,  even  though  the  doors  of 
the  union  are  open  to  all  comers,  it  may  still  be  that  entrance 
can  be  gained  only  after  paying  an  exorbitantly  high  initiation 
fee.  This  policy  has  frequently  been  practiced  by  certain 
unions,  though  as  a  rule  the  entrance  fee  is  not  unreasonably 
high.  Or  it  may  be  that  an  unnecessarily  long  term  of  appren¬ 
ticeship  is  required.  Such  a  policy  would  decidedly  limit  the 
supply  of  labor  in  the  field.  As  a  rule,  however,  apprentice¬ 
ship  regulations  are  not  of  great  importance  in  modern  trade 
unions. 

But  all  trade  unions  endeavor,  if  possible,  to  establish  a 
minimum- wage  scale.  If  the  employers  are  compelled  to  ob¬ 
tain  all  their  labor  supply  through  the  union,  as  is  the  case, 
for  example,  in  the  clothing  industry  in  Chicago,  the  union 
may,  if  it  finds  it  advisable  to  pursue  such  a  policy,  establish 
a  wage  scale  considerably  above  the  market  rate  for  that 
grade  of  work.  As  a  result,  however,  a  portion  of  those  nor¬ 
mally  following  that  trade  will  be  unable  to  obtain  employ¬ 
ment.  The  higher  the  wage  the  fewer  will  be  the  number 
employed,  since  the  higher-wage  scale  will  necessitate  a  higher 
price  for  the  product  and  as  a  result  the  output  that  can  be 
sold  will  be  smaller.  A  union  may  thus  find  that  while  it  is 
able  to  maintain  a  high  wage  level,  a  large  number  of  its 
members  are  out  of  work,  and  thus  the  average  annual  earn¬ 
ings  may  be  no  higher  than  normal.  An  abnormally  high 
wage  scale  thus  has  the  effect  of  limiting  the  number  actually 
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employed  in  the  trade.  Hence  the  wage  rate  thus  arbitrarily 
established,  although  in  excess  of  the  marginal  productivity  of 
the  available  supply  of  labor,  is  not  in  excess  of  the  marginal 
productivity  of  those  actually  employed. 

The  extent  to  which  the  number  will  be  reduced  if  the  wage 
scale  is  pushed  above  its  natural  level  depends  upon  the  elas¬ 
ticity  of  the  demand  for  the  products  of  the  labor  group  in 
question.  If  clothing- workers  receive  wages  above  the  natural 
level,  the  price  of  clothing  will  be  higher  (assuming  constant 
labor  efficiency)  and  fewer  clothes  will  be  sold.  Abnormally 
high  building  costs  reduce  the  volume  of  building.  In  some 
lines  the  effect  on  the  volume  of  employment  would  be  very 
slight ;  in  others  it  would  be  very  great. 

In  the  third  place,  trade  unions  may  affect  indirectly  the 
efficiency  of  the  other  factors  of  production  and,  indeed,  often 
have  done  so.  This  is  notably  true  in  the  case  of  the  manage¬ 
ment  factor.  The  pressure  for  high  wages  exerted  by  the 
trade  union  is  a  constant  goad  to  managerial  efficiency.  The 
employer  is  forced  to  buckle  down  to  the  job  of  making  indus¬ 
try  efficient  enough  to  carry  the  load  of  high  wages.  Mr.  E.  A. 
Filene  says  that  if  employers  are  pressed  to  pay  high  wages  it 
will  help  them  "to  get  away  from  the  habit  of  thinking  about 
lower  wages  as  the  only  remedy  for  high  cost  of  production. 
The  big  thing  in  business  and  industry  that  makes  for  high 
costs  is  waste  —  waste  growing  out  of  inefficient  manage¬ 
ment  and  inefficient  labor.”  "In  America,”  says  Professor 
John  A.  Hobson,  "it  is  generally  recognized  that  the  high 
wages  obtainable  by  all  skilled  and  much  unskilled  labor  in 
industry  operated  as  the  potent  stimulus  to  the  great  econo¬ 
mies  in  mass  production,  mass  transport,  and  larger  use  of 
machines  and  mechanical  power  which  distinguish  their  in¬ 
dustrial  system.” 

The  Growth  of  Unionism  in  the  United  States.  The  first 
nation-wide  federation  of  labor  in  this  country  was  the 
National  Trades’  Union,  organized  in  1834.  This  organiza¬ 
tion  sprang  up  as  a  result  of  the  upheaval  in  prices  in  the 
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thirties  and  disappeared  after  the  panic  of  1837.  It  was  a 
federation  of  city  centrals,  which  in  turn  were  composed  of 
local  unions  in  the  different  trades.  The  next  national  federa¬ 
tion  of  labor  was  the  National  Labor  Union,  organized  in 
1866.  During  the  Civil  War  upheaval  in  prices  some  thirty 
national  trade  unions  —  unions  of  locals  whose  members  fol¬ 
low  the  same  trade,  for  example,  the  National  Typographical 
Union  —  had  been  formed  along  with  a  large  number  of  city 
federations.  The  National  Labor  Union  was  a  federation  of 
national  trade  unions  and  city  federations.  This  organization 
disappeared  in  a  few  years.  During  the  eighties  there  sprang 
into  prominence  an  organization  known  as  the  Knights  of 
Labor.  It  became  involved  in  a  number  of  widespread  rail¬ 
road  strikes  which  attracted  country-wide  attention  and 
brought  sharply  to  the  foreground  the  existence  of  a  labor 
problem.  In  the  middle  eighties  a  horde  of  unskilled  laborers 
were  inducted  into  the  organization,  but  after  1886  the  mem¬ 
bership  rapidly  declined. 

The  Knights  of  Labor,  which  was  a  general  labor  union, 
soon  came  into  conflict  with  the  American  Federation  of 
Labor,  an  organization  built  on  an  entirely  different  plan. 
The  American  Federation  of  Labor  is  essentially  a  federation 
of  national  trade  unions.  Each  of  these  national  unions  has 
complete  control  over  its  own  strike  and  benefit  funds,  engages 
in  collective  bargaining,  and  generally  regulates  its  own 
policies  with  reference  to  dues,  fees,  apprentices,  minimum 
wage,  etc.  The  American  Federation  of  Labor  guarantees  that ; 
each  affiliated  national  union  shall  respect  the  jurisdiction  of 
the  other  affiliated  unions  so  that  there  will  be  no  overlapping 
of  work  or  conflict  over  members.  It  employs  organizers  who 
help  the  nationals  in  their  organization  work,  though  the  main 
work  of  this  sort  is  carried  on  by  each  national.  Moreover, 
the  federation  looks  after  the  legislative  interests  of  the  labor 
movement.  It  seeks  to  prevent  legislation  at  Washington  which 
is  unfavorable  to  labor  and  exerts  its  influence  to  secure  the 
passage  of  bills  that  further  the  interests  of  the  labor  group. 
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The  American  Federation  of  Labor  was  organized  in  the 
eighties,  but  it  did  not  become  conspicuous  until  the  period 
from  1900  to  1904,  when  its  membership  increased  sixfold. 
Another  enormous  jump  in  membership  came  in  1916-1920. 
A  number  of  strong  national  unions  are  not  affiliated  with 
the  American  Federation  of  Labor.  Among  these  may  be  men¬ 
tioned  the  four  railroad  Brotherhoods  — -  engineers,  conduc¬ 
tors,  firemen,  and  trainmen  —  and  the  Amalgamated  Clothing 
Workers  of  America.  Nevertheless  about  four  fifths  of  the 

total  union  member¬ 
ship  is  affiliated  with 
the  American  Feder¬ 
ation  of  Labor. 

It  has  frequently 
been  asserted  that 
less  than  10  per  cent 
of  the  wage-earners 
in  the  United  States 
are  organized.  This 
statement  is  based 
on  a  misconception 
of  the  census  figures 
on  occupations.  Yet  it  is  not  difficult  to  see  how  this  conclusion 
was  arrived  at.  There  are  nearly  4,000,000  organized  wage- 
earners  in  this  country,  and  there  are  some  42,000,000  persons 
gainfully  employed.  Therefore  somewhat  less  than  10  per  cent 
of  the  gainfully  employed  are  organized  into  trade  unions. 
But  the  term  "gainfully  employed"  includes  business  men, 
professional  and  salaried  classes,  servants,  farmers,  and  farm 
laborers.  If  we  subtract  these  groups  we  find  that  there  are 
about  19,000,000  industrial  wage-earners,  including  women 
and  minors.  Therefore  about  20  per  cent  of  what  may  prop¬ 
erly  be  called  industrial  wage-earners  are  organized  at  the 
present  time.  This  represents  approximately  the  strength 
reached  by  unionism  in  England  a  generation  ago.  But  this 

1  Leo  Wolman,  Growth  of  American  Trade  Unions. 
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figure  does  not  measure  the  real  strength  of  unionism  in 
America.  Unionism  is  concentrated  to  a  considerable  extent 
in  certain  strongholds,  some  of  which  are  of  unusual  impor¬ 
tance.  There  are  five  industries  in  which  unionism  is  particu¬ 
larly  strong  :  transportation,  mining,  printing  and  publishing, 
clothing,  and  building.  In  the  great  fields  of  manufacture, 
trade,  and  agriculture  unionism  is  relatively  unimportant. 
But  the  five  union  strongholds  constitute  strategic  points 
in  industry.  They  are  vital  to  the  public  in  a  peculiar  way : 
they  are  industries  that  furnish  the  necessities  of  life  —  fuel, 
clothing,  houses,  transportation,  books,  and  newspapers.  Of 
all  organized  labor  25  per  cent  is  in  the  field  of  transporta¬ 
tion,  23  per  cent  in  building,  1 1  per  cent  in  mining,  9  per  cent 
in  clothing,  and  4  per  cent  in  printing  and  publishing.  Nearly 
three  fourths  of  all  organized  labor  is  to  be  found  in  these  five 
fields.  Yet  all  the  wage-earners  in  these  highly  unionized  fields 
include  not  much  more  than  one  third  of  the  total  industrial 
wage-earners  of  the  country. 

In  all  these  five  fields  unionism  has  secured  a  powerful 
foothold.  But  the  struggle  for  existence  is  not  over.  A  large 
percentage  of  the  bituminous  coal  mines  are  nonunion.  The 
operating  railroad  men  hold  firmly  the  strong  position  long 
since  attained,  but  the  railroad-shop  crafts  which  rose  to  great 
prominence  during  the  period  of  government  operation  have 
suffered  a  severe  setback.  Unionism  in  the  building  trades 
is  in  ill  repute  with  the  public  and  lost  ground  in  the  recent 
"open  shop”  drive. 

The  great  steel  industry  remains  almost  completely  unor¬ 
ganized.  In  the  meat-packing  industry,  despite  the  great 
influence  attained  by  the  unions  under  the  bolstering  support 
of  the  government  during  the  war,  the  membership  dropped 
close  to  the  pre-war  level  when  this  prop  was  withdrawn.  Long¬ 
shoremen,  seamen,  boiler-makers,  blacksmiths,  machinists,  and 
textile  workers,  after  enjoying  an  enormous  rise  in  member¬ 
ship  during  the  war  period,  have  suffered  a  terrific  decline 
compared  with  the  high  point  then  reached. 
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Employers’  Associations.  Confronting  organized  labor  we 
have  organized  employers.  Some  employers’  associations 
recognize  and  deal  with  unions ;  others  seek  to  destroy  or 
at  any  rate  weaken  unions.  Among  employers’  associations 
which  deal  with  unions  may  be  mentioned  the  Stove  Founders 
National  Defense  Association,  the  American  Newspaper 
Publishers’  Association,  the  United  Typothetse  (closed-shop 
branch),  the  Building  Trades  Employers’  Association  of  New 
York  City  and  similar  organizations  in  other  cities,  the  Illinois 
Coal  Operators  Association,  and  the  various  railroad  systems. 
Many  other  employers’  associations  might  be  mentioned. 
The  National  Council  for  Industrial  Defense  was  formed  to 
oppose  labor  legislation.  The  League  for  Industrial  Rights  is 
especially  interested  in  disseminating  information  regard¬ 
ing  court  decisions  which  deal  with  certain  activities  of  labor 
unions,  such  as  the  boycott  and  the  sympathetic  strike.  Of 
a  quite  different  character  is  the  National  Industrial  Con¬ 
ference  Board,  an  employers’  association  interested  primarily 
in  research  looking  toward  a  more  satisfactory  adjustment  of 
labor  and  other  problems. 

Trade-Union  Demands.  There  are  those  who  profess  to  be¬ 
lieve  that  unions  were  once  necessary  but  are  no  longer  so. 
Unions  served,  it  is  said,  a  useful  purpose  in  the  old  days, 
when  employers  exploited  their  labor  and  when  wages 
were  miserably  low  and  working  conditions  intolerable.  These 
people,  however,  overlook  the  fact  that  unions  did  not  arise 
among  the  lowest-paid  laborers  nor  among  those  who  suffered 
the  worst  conditions.  The  unions  formed  in  this  country  a 
hundred  years  ago  were  composed  almost  entirely  of  skilled 
artisans.  Their  wages  were  nearly  twice  as  high  as  the  wages 
of  the  common  laborers.  Yet  it  was  the  highly  paid  men  that 
organized.  The  same  was  true  in  England. 

Nor  has  unionism  abated  with  the  remarkable  rise  in  real 
wages  that  we  have  witnessed  during  the  last  century.  We 
estimate  that  real  wages  have  increased  more  than  150  per 
cent  during  the  last  hundred  years.  Both  the  skilled  and  the 
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unskilled  have  participated  almost  equally  in  this  rise.  It  is 
true  that  the  present  wage  level  for  the  great  mass  of  unskilled 
wage-earners  is  an  unsatisfactory  one,  but  it  is  vastly  superior 
to  that  of  fifty  or  a  hundred  years  ago.  But  even  though 
wages  were  again  doubled  and  trebled,  unionism  would  not 
disappear.  Labor,  not  unlike  other  groups,  always  wants 
more  and  more ;  and  particularly  is  this  true  so  long  as  we 
have  the  existing  great  disparity  in  the  distribution  of  wealth 
and  income. 

Labor  wants  not  only  better  wages  but  more  leisure.  Here, 
again,  the  last  century  has  witnessed  a  remarkable  improve¬ 
ment.  A  hundred  years  ago  the  length  of  the  working  day 
ranged  from  twelve  to  thirteen  hours,  and  fifteen  to  seventeen 
hours  were  not  unknown.  Even  as  late  as  1850  a  factory- 
investigating  committee  in  Massachusetts  found  the  working 
day  to  be  from  eleven  to  thirteen  hours.  By  1890  the  ten-hour 
day  had  become  general.  At  the  present  time  50  per  cent  of 
the  wage-earners  in  manufacturing  and  mechanical  pursuits 
work  eight  hours  or  less,  25  per  cent  from  eight  hours  to  nine 
hours,  and  only  25  per  cent  work  more  than  nine  hours.  These 
data  only  give  the  length  of  the  standard  or  basic  day ;  they 
do  not  include  overtime.  The  working  day  has  thus  been  re¬ 
duced  to  approximately  two  thirds  of  its  former  length  while 
in  the  same  time  real  wages  have  more  than  doubled. 

But  labor  wants  not  only  good  wages  and  leisure ;  it  also 
wants  security,  particularly  security  of  the  job.  Unemploy¬ 
ment  is  the  most  serious  menace  confronting  the  modern 
wage-earner,  and  in  this  regard  we  have  made  little  or  no 
progress.  Geographical  specialization,  together  with  the  con¬ 
tinued  widening  of  the  market,  has  made  the  problem  of 
adjusting  supply  to  demand  increasingly  difficult.  Moreover, 
we  have  scarcely  begun  to  grapple  with  the  problem  of  busi¬ 
ness  stabilization.  The  business  cycle  is  one  of  the  most  im¬ 
portant  causes  of  unemployment.  Seasonal  unemployment  is 
also  a  grave  evil,  but  labor  can  more  easily  adjust  itself  to 
the  regularly  anticipated  unemployment  that  comes  and  goes 
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with  the  seasons.  Not  so  with  the  unemployment  caused  by 
business  depression :  not  only  does  this  come  more  unex¬ 
pectedly,  but  it  is  likely  to  last  a  considerable  period.  More¬ 
over,  the  causes  of  cyclical  unemployment  are  not  readily 
understood  by  wage-earners.  Workmen  are  in  constant  fear 
that  the  job  will  not  last.  The  restrictive  policies  of  trade 
unionism  (such  as  restriction  of  output)  are  in  large  part  the 
product  of  the  instinctive  attempts  of  wage-earners  to  make 
work  for  everybody.  They  are  crude  and  ineffective  attempts 

to  solve  the  unem- 


FiG.  39.  Unemployment  among  organized 
wage-earners  in  Massachusetts 


ployment  problem. 

Modern  industry, 
moreover,  gives  rise 
to  what  may  perhaps 
best  be  described  as 
transitional  unem¬ 
ployment.  The  con¬ 
tinuous  introduction 
of  machinery  and 
other  labor-saving  de¬ 
vices  frequently  re¬ 
duces  the  number 
of  wage-earners  em¬ 


ployed  in  the  industries  affected.  The  displaced  workmen  must 
be  absorbed  in  new  industries  and  new  types  of  service,  and 
this  requires  effort,  ingenuity,  and  time.1  Moreover,  there  is 
constantly  going  on  a  shifting  of  industries  from  old  regions 
to  new  regions  and  from  old  products  to  new  products.  Shifts, 
in  demand  and  changes  in  technique  account  for  a  consider¬ 
able  volume  of  unemployment,  and  the  more  rapid  the  change 
the  greater  the  transitional  unemployment  that  ensues.  Thus 
from  1919  to  1925  manufacturing  industries  in  the  United 
States  made  a  reduction  of  600,000  in  the  number  of  wage- 
earners  employed,  and  the  railroads  reduced  their  working 
forces  by  about  175,000.  In  the  meantime  the  total  volume 

1  For  a  further  discussion  of  this  point  see  pp.  423-427  of  this  book. 
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of  production  increased  considerably  in  spite  of  the  reduction 
in  the  number  employed. 

So  long  as  these  technical  changes  take  place  much  unem¬ 
ployment  will  continue  to  prevail  even  though  the  business 
cycle  were  entirely  eliminated.  In  fact,  stabilization  of  the 
cycle  might  even  have  the  effect  of  making  it  more  difficult 
to  absorb  those  who  had  become  unemployed  on  account  of 
changes  in  technique.  Were  there  no  longer  any  boom  periods 
it  would  be  more  difficult  to  start  new  industries  and  so  absorb 
the  displaced  workmen.  So  long  as  we  have  a  dynamic  society 
with  continual  change  and  progress,  a  considerable  amount  of 
unemployment  will  necessarily  prevail.  Unemployment  can 
be  minimized,  but  it  cannot  entirely  be  eliminated.  Genuine 
security  against  unemployment,  therefore,  makes  necessary 
some  form  of  unemployment  insurance.  This  we  shall  discuss 
briefly  in  a  later  section. 

The  Methods  of  Unionism.  The  chief  methods  by  which 
labor  organizations  exert  pressure  to  achieve  their  ends  are 
(1)  the  strike,  (2)  the  boycott,  and  (3)  political  influence.  The 
pressure  is  in  proportion  to  the  strategic  importance  of  the 
strikers  as  producers,  of  the  boycotters  as  consumers,  and  of 
the  political  force  of  a  body  of  voters  that  will  steadily  act 
together.  The  strike  weapon  appears  to  be  increasing  in 
importance.  The  percentage  of  industrial  wage-earners  who 
went  on  strike  each  year  from  1886  to  1905  was  about  60  per 
cent  higher  than  obtained  for  the  period  1881-1885 ;  from 
1915  to  1921  the  percentage  was  more  than  four  times  greater 
than  in  the  period  1881-1885.  Since  1922,  however,  strike  move¬ 
ments  have  greatly  declined.  Moreover,  strikes  are  becoming 
more  and  more  national  in  scope.  Railroad  strikes  and  coal 
strikes  affect  the  industrial  life  of  the  entire  nation.  The  boy¬ 
cott,  which  involves  a  refusal  to  buy  the  goods  of  an  "unfair 
employer,”  although  not  so  formidable  as  it  was  some  years 
ago,  is  still  an  important  weapon  of  labor,  particularly  in  local 
disputes.  Politically,  the  influence  of  labor  is  growing.  This 
influence  showed  itself  notably  during  the  Wilson  administra- 
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tion,  and  it  was  distinctly  felt  in  the  congressional  elections 
of  1922  and  in  the  presidential  election  of  1924. 

Collective  Bargaining.  The  strike  and  the  boycott  are  the 
chief  weapons  used  by  trade  unions  to  enforce  collective  bar¬ 
gaining,  which  is  the  fundamental  goal  of  unionism.  Employers 
are  coming  more  and  more  to  accept  some  form  of  collective 
bargaining.  There  are,  however,  two  radically  different  types : 
one  is  the  shop-committee,  or  company  r  type ;  the  other  is  the 
trade-union  type.  In  the  former  the  company  deals  only  with 
men  who  are  actually  in  its  employ.  The  employees  may 
choose  representatives  to  deal  with  the  company,  but  these 
representatives  are  themselves  employees  of  the  company. 
No  interference  by  any  outside  organization  is  tolerated. 
Such  organization  as  exists  is  limited  to  those  actually  em¬ 
ployed  by  that  company.  On  the  other  hand,  a  trade-union 
organization  is  composed  of  all  workers  following  the  same 
trade  in  all  parts  of  the  country  and  employed  by  hundreds  or 
even  thousands  of  different  employers.  When  a  trade  union 
engages  in  collective  bargaining  with  the  employer,  it  does  so 
through  the  duly  elected  officers  of  the  union.  These  men 
devote  all  their  time  to  trade-union  work  and  are  not  in  the 
employ  of  the  company.  They  are  therefore  freer  and  more 
independent  in  their  negotiations  with  employers.  Moreover, 
they  have  back  of  them  a  greater  reserve  strength  both  in 
funds  and  in  membership.  The  whole  force  of  the  national  or¬ 
ganization  can  thus  be  brought  to  bear  upon  a  single  employer. 
The  shop  committee,  on  the  other  hand,  has  no  outside  force 
to  rely  on. 

Employers  argue  that  the  shop-committee  type  is  superior 
from  the  standpoint  of  productive  efficiency  and  desirable 
industrial  relations.  Since  it  includes  only  the  employees  of  a 
single  company,  it  serves  to  establish  an  esprit  de  corps,  a 
family  relationship  in  the  shop  so  necessary  in  maintaining 
efficiency  and  industrial  goodwill.  On  the  other  hand,  union¬ 
ists  contend  that  the  shop  committee  leaves  labor  dependent 
on  and  subservient  to  the  employer. 
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We  are  touching  here  upon  the  essential  bone  of  contention 
in  the  "  open  shop  ”  controversy.  The  public  mind  is  befuddled 
more  or  less  with  regard  to  this  controversy  because  of  con¬ 
fusion  as  to  the  terms  used.  Strictly  speaking,  the  open,  shop 
means  a  shop  in  which  neither  membership  nor  nonmember¬ 
ship  in  a  union  is  a  necessary  condition  for  employment.  It 
is  a  shop  in  which  both  union  and  nonunion  men  may  be 
employed.  From  this  definition  it  follows  that  a  closed  shop 
is  a  shop  in  which  one  cannot  be  employed  unless  he  either  is 
or  is  not  a  member  of  a  union,  depending  upon  whether  the 
shop  is  closed  to  nonunion  or  to  union  men  respectively.  A 
closed  shop,  properly  speaking,  may  thus  be  one  in  which 
only  union  men  may  be  employed,  or  it  may  be  one  in  which 
only  nonunion  men  may  be  employed  ;  an  open  shop  is  one  in 
which  either  union  or  nonunion  men  may  be  employed.  There 
are  industries  which  run  on  the  open-shop  principle  in  which 
labor  is  nevertheless  well  organized  and  in  which  unions  deal 
collectively  with  the  employers.  The  railroads  are  a  good 
example.  The  employer  is  free  to  hire  a  nonunion  man,  but 
he  must  pay  him  the  union  wage  and  give  union  conditions  of 
work ;  yet  his  business  is,  strictly  speaking,  an  open  shop. 

Popularly,  the  terms  are  used  in  a  very  different  sense.  As 
the  public  generally  understands  the  terms,  the  closed  shop 
means  a  shop  in  which  the  union  is  recognized  and  bargains 
with  the  employer,  whereas  the  open  shop  means  one  in  which 
the  union  is  not  recognized  by  the  employer.  As  popularly 
used  the  terms  are  therefore  misleading.  Because  of  this 
misuse  of  terms  it  is  difficult  for  the  public  to  understand  that 
union  recognition  and  collective  bargaining  are  not  incom¬ 
patible  with  the  genuine  open  shop.  Indeed,  in  order  to  main¬ 
tain  a  real  open  shop,  it  is  often  necessary  to  secure  a  union 
agreement  which  protects  union  men  in  their  right  to  be  em¬ 
ployed.  This  confusion  of  terms  has  gone  so  far  that  em¬ 
ployers  who  insist  that  their  workmen  must  sign  contracts  to 
the  effect  that  they  will  not  join  a  labor  union  publicly  pro¬ 
claim  that  they  are  running  an  "open  shop.” 
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While  there  is  much  talk  about  the  closed  shop,  the  real 
opposition  is  for  the  most  part  to  unionism  itself.  The  great 
bulk  of  employers  in  the  United  States  are  still  opposed  to 
collective  bargaining  through  trade  unions.  In  Great  Britain, 
on  the  other  hand,  the  majority  of  employers  take  trade- 
union  collective  bargaining  as  a  matter  of  course.  But  that 
attitude  is  a  product  of  a  long  period  of  evolution.  During 
the  greater  part  of  the  first  three  quarters  of  the  nineteenth 
century  British  employers  fought  the  principle  of  trade-union 
bargaining  as  bitterly  as  American  employers  do  now;  but 
the  growing  power  of  labor  organizations  forced  the  employers 
finally  to  deal  with  the  unions.  No  doubt  many  British  em¬ 
ployers  would  be  glad  to  free  themselves  from  the  limitations 
imposed  upon  them  by  these  agreements,  but  trade  unions 
are  too  firmly  intrenched  in  the  British  social  order.  In  the 
same  way,  the  American  employers  who  now  recognize  and 
deal  with  unions  do  so  not  because  they  prefer  this  system, 
but  merely  because  there  is  no  practical  alternative. 

Unionism  in  the  Modem  Industrial  Order.  The  increased 
growth  and  influence  of  labor  organizations  in  all  modem 
industrial  countries  point  to  the  conclusion  that  they  are 
inevitable  concomitants  of  the  modern  industrial  order. 
William  Howard  Taft  has  given  clear  and  concise  expression 
to  this  view  in  the  following  sentences:  ''Organization  of 
labor  has  become  a  recognized  institution  in  all  the  civilized 
countries  of  the  world.  It  has  come  to  stay ;  it  is  full  of  use¬ 
fulness  and  is  necessary  to  the  laborer.  .  .  .  There  is  among 
employers  the  bourbon,  the  man  who  never  learns  anything 
and  never  forgets  anything;  the  man  who  says:  'It  is  my 
legal  right  to  manage  my  business  as  I  choose,  to  pay  such 
wages  as  I  choose,  to  agree  to  such  terms  of  employment  as  I 
choose,  to  exclude  from  my  employment  union  men,  because 
I  don’t  approve  of  the  tenets  of  the  union,  and  to  maintain  a 
family  arrangement  of  my  own.  I  do  fairly  by  my  men  ;  I  pay 
them  what  I  think  is  right,  and  they  will  not  complain  unless 
some  outside  union  agent  interferes.  I  run  a  closed  nonunion 
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shop  and  I  am  happy  and  propose  to  continue  happy.’  This 
man  is  far  behind  in  the  progress  of  our  social  civilization.  He 
lacks  breadth  of  vision  extending  beyond  the  confines  of  his 
shop.  ...  He  does  not  recognize  that  we  have  advanced  beyond 
the  state  in  which  employers  and  employees  are  mere  laws 
unto  themselves.  .  .  .  But  whether  we  will  or  not,  the  group 
system  is  here  to  stay,  and  every  statesman  and  every  man 
interested  in  public  affairs  must  recognize  that  it  has  to  be 
dealt  with  as  a  condition,  to  be  favored  in  such  a  way  as  to 
minimize  its  abuses  and  to  increase  its  utility.” 1 

There  are,  however,  many  people  who  would  not  be  willing 
to  accept  this  conclusion.  They  believe  that  the  labor  prob¬ 
lem  can  be  handled  better  without  the  trade  union.  They 
hold  that  the  trade  union  brings  industrial  war  rather  than 
industrial  peace,  and  that  it  is  impossible  to  arrive  at  any  high 
level  of  efficiency  with  labor  and  management  organized  in 
opposing  camps.  Hence  they  favor  group  insurance,  welfare 
work,  profit-sharing  schemes,  sale  of  company  stock  to  em¬ 
ployees,  shop  committees,  and  personnel  management. 

As  a  matter  of  fact  the  question  is  not  so  much  whether  or 
not  such  activities  as  outlined  above  shall  be  carried  on;  it 
is  rather  whether  these  activities  shall  be  dominated  and  con¬ 
trolled  by  the  employer,  or  shall  be  jointly  controlled  by  the 
employer  and  the  trade  union.  It  might  be  said,  it  is  true, 
that  joint  control  could  be  vested  in  the  employer  and  a 
company  union  functioning  through  a  shop  committee.  But, 
as  has  been  pointed  out  above,  the  likelihood  is  that  such  a 
committee  would  be  dominated  by  the  employer.  Only  if 
they  have  a  strong  trade  union  back  of  them  are  the  workers 
likely  to  retain  their  independence.  Shop  committees  are,  in 
themselves,  not  inconsistent  with  trade  unionism  and  are 
often  (especially  in  Great  Britain)  a  part  of  the  machinery  of 
trade-union  collective  bargaining.  Only  when  the  shop  com¬ 
mittee  is  made  a  substitute  for  trade  unions,  as  has  so  often 
been  true  in  this  country,  do  the  unionists  object. 

1  Daniel  Bloomfield,  Problems  of  Labor,  pp.  212-214, 
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There  appears  to  be  no  way  in  which  wage-earners  can  make 
sure  of  an  independent  position  in  their  negotiations  with 
employers  except  through  organizations  controlled  exclusively 
by  themselves.  It  is  for  this  reason  that  we  believe  trade 
unions  are  here  to  stay  as  far  into  the  future  as  we  can  see. 
There  are,  indeed,  outstanding  industrial  leaders  who  have 
been  able  "to  beat  the  unions  to  it”  by  offering  terms  of 
employment  superior  even  to  union  standards ;  but  the  great 
majority  of  employers  are  financially  unable  to  do  so  even 
though  they  would,  nor  have  they  the  magnetic  personality 
that  develops  loyalty  and  enthusiasm  for  the  firm.  The  enor¬ 
mous  turnover  of  modern  industry  furnishes  adequate  proof 
of  this  statement.  The  great  bulk  of  employers  drift  until 
the  storm  is  upon  them.  Industrial  goodwill  thus  has  to  be 
worked  out  through  the  process  of  organized  groups  ;  through 
struggle  and  compromise,  and  not  in  the  airy  realms  of  a  senti¬ 
mental  altruism.  Here,  then,  is  the  function  of  the  trade 
union  and  the  employers’  association. 

Many  employers  who  are  foremost  in  the  warfare  on  unions 
have  themselves  had  bitter  experience  with  collective  bar¬ 
gaining.  They  know  what  they  are  talking  about  when  they 
point  to  the  restrictive  and  hampering  policies  of  unions. 
But  these  difficulties  are  not  to  be  wondered  at.  Industrial 
government  is  in  its  infancy.  It  will  require  a  long  process 
of  trial  and  error  to  develop  the  proper  machinery  and  to 
produce  statesmanlike  leaders.  Autocracy  is  simpler  and 
easier  than  the  slower  processes  of  democracy  —  of  consulta¬ 
tion  and  agreement.  The  evils  of  unionism  are  the  evils 
inherent  in  the  democratic  method.  It  is  all  a  part  of  the 
gigantic  enterprise  of  making  a  living  under  our  modern  com¬ 
plicated  methods  of  production.  Geographical  and  industrial 
specialization  have  made  all  economic  classes  highly  interde¬ 
pendent.  In  this  complex  age  consultation  and  agreement  are 
difficult :  they  bring  grave  problems  of  efficiency  and  discipline. 

The  Legal  Status  of  Unionism.  From  the  legal  standpoint 
trade  unions  are  a  recognized  part  of  our  social  order.  Presi- 
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dent  Harding  in  his  message  to  Congress  on  August  12,  1922, 
referring  "to  the  warfare  on  the  unions  of  labor,"  the  "open 
shop”  drive  of  1920-1922,  said:  "The  government  has  no 
sympathy  or  approval  for  this  element  of  discord  in  the  ranks 
of  industry.  .  .  .  We  recognize  these  organizations  in  the  law, 
and  we  must  accredit  them  with  incalculable  contribution  to 
labor’s  uplift.  It  is  of  public  interest  to  preserve  them  and 
profit  by  the  good  that  is  in  them,  but  we  must  check  the 
abuses  and  excesses  which  conflict  with  public  interest  pre¬ 
cisely  as  we  have  been  progressively  legislating  to  prevent 
capitalistic,  corporate,  or  managerial  domination  which  is 
contrary  to  the  public  welfare.” 

But  while  trade  unions  are  lawful  organizations  in  the 
United  States,  many  of  the  rights  claimed  by  unionists  are 
seriously  questioned  by  the  courts.  There  have  been  a  number 
of  court  decisions  which  severely  restrict  the  freedom  to  organ¬ 
ize.  Thus  the  United  States  Supreme  Court  held  in  Adair  v. 
United  States  1  that  an  employer  has  a  constitutional  right  to 
discharge  a  man  because  he  is  a  union  man.  This  decision 
thus  gives  the  employer  a  right  to  maintain  an  anti-union 
closed  shop.  Again,  in  Coppage  v.  Kansas2  the  court  held  that 
an  employer  has  a  constitutional  right  to  force  his  employees 
as  a  condition  of  employment  to  sign  contracts  that  they  will 
not  join  a  labor  union  while  they  are  in  his  employ.  More¬ 
over,  in  the  Hitchman  Coal  and  Coke  Company  case3  the 
court  held  that  it  is  illegal  to  try  in  any  way  to  organize 
employees  if  they  have  signed  a  contract  that  they  will  not 
join  a  labor  organization. 

It  is  sometimes  said  that  trade  unions  are  not  subject  to 
any  control  in  this  country ;  that  they  are  irresponsible  bodies, 
since  they  are  unincorporated.  As  a  matter  of  fact,  trade- 
union  activities  are  very  decidedly  regulated  in  the  United 
States,  and  in  fact  labor  chafes  under  the  present  degree  of 
restriction.  While  strikes  for  higher  wages  and  shorter  hours 
are  regularly  considered  legal,  there  are  in  the  majority  of 

1  208  U.  S.  161.  2  236  U.  S.  1.  3  245  U.  S.  229. 
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states  many  forms  of  strikes  that  are  held  to  be  illegal,  such 
as  the  strike  for  a  closed  union  shop,  a  sympathetic  strike 
entered  upon  for  the  purpose  of  aiding  some  other  group  of 
workers  to  gain  their  ends,  and  strikes  against  the  use  of 
nonunion  materials.  The  unions  are  likewise  restricted  in  the 
case  of  the  boycott,  which  is  an  organized  refusal  to  purchase 
or  handle  the  products  of  a  merchant  or  manufacturer.  The 
secondary  boycott  —  that  is,  a  boycott  which  involves  third 
parties,  such  as  the  refusal  to  buy  from  retailers  who  handle 
the  products  of  the  manufacturer  against  whom  the  union  has 
a  grievance  —  is  in  almost  all  jurisdictions  held  to  be  illegal. 
In  many  jurisdictions  the  primary  boycott,  which  does  not 
involve  third  parties,  is  held  to  be  legal.  Thus  in  many  cities 
the  labor  movement  advertises  through  its  press  and  by 
banners  that  certain  stores  are  unfair  to  organized  labor,  thus 
seeking  to  persuade  labor  sympathizers  to  withhold  their 
patronage.  Such  primary  boycotts  are  quite  generally  upheld 
by  the  courts. 

Picketing  —  that  is,  efforts  on  the  part  of  strikers  to  pre¬ 
vent  the  employer  from  securing  new  employees  —  is  gen¬ 
erally  held  to  be  legal  provided  it  is  carried  on  peacefully  and 
without  coercion.  Thus,  if  at  each  entrance  to  the  plant  the 
strikers  have  one  man  carrying  a  banner  which  states  that  a 
strike  is  on  and  urging  workers  to  stay  away,  such  action  is 
generally  sustained  by  the  courts.  If,  however,  hundreds  of 
employees  are  massed  in  front  of  the  struck  plant,  such  action 
can  scarcely  fail  to  intimidate  prospective  employees  and 
may  amount  to  coercion.  When  coercion,  intimidation,  and 
violence  are  in  evidence,  picketing  is  generally  held  to  be 
illegal. 

The  employer  has  two  main  remedies  at  law  if  his  business 
suffers  unlawful  injury  at  the  hands  of  organized  labor.  In  the 
first  place,  he  may  institute  a  suit  for  damages.  The  most 
famous  suit  is  probably  the  one  instituted  against  the  Dan¬ 
bury  Hatters’  Association  for  injury  suffered  by  the  Loewe 
Manufacturing  Company  as  the  result  of  a  nation-wide  boy- 
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cott.  In  this  case1  damages  amounting  to  about  $300,000 
were  levied  against  one  hundred  and  seventy-five  members  of 
the  hatters’  union.  The  members  were  held  liable  because 
they  were  members  of  the  union  whose  officers  were  con¬ 
ducting  the  boycott. 

The  decision  in  the  Coronado  Coal  Company  case  2  goes 
further.  It  holds  that  the  funds  of  the  union  itself  as  well  as 
the  property  of  the  individual  members  may  be  seized  in  pay¬ 
ment  of  damages  resulting  from  the  unlawful  acts  of  the  union. 
In  the  Coronado  case,  however,  no  damages  were  actually 
assessed  against  the  United  Mine  Workers  of  America,  since 
it  was  found  that  the  national  organization  had  not  authorized 
the  strike  in  which  the  unlawful  acts  in  question  had  occurred. 
Thus  the  property  of  the  union  as  well  as  the  property  of  the 
individual  members  may  be  taken  for  damages  resulting  from 
unlawful  acts  authorized  by  the  union. 

In  the  second  place,  the  employer  may  apply  to  the  court 
for  an  injunction,  which  is  an  order  from  the  court  prohibiting 
unlawful  activities  that  would  result  in  irreparable  damage  to 
property.  Injunctions  seek  to  prevent  acts  which  would 
result  in  loss  to  the  business  in  question ;  damage  suits  seek  to 
recover  damages  actually  sustained. 

It  is  clear  that  both  the  strike  and  the  boycott  may  result 
in  huge  business  losses  even  though  no  physical  property  is  in 
any  way  destroyed ;  but  the  mere  fact  that  losses  are  in 
prospect  or  are  actually  sustained  is  no  legal  ground  in  itself 
for  either  the  issuance  of  injunction  or  the  sustaining  of  dam¬ 
age  suits.  The  losses  must  follow  as  a  result  of  unlawful  acts, 
or  the  suits  for  injunction  proceedings  or  damages  would  not 
be  upheld  in  the  courts.  The  unions  want  a  broadening  of  the 
law  so  that  all  forms  of  strikes  and  boycotts  shall  be  considered 
lawful  acts.  They  do  not  ask  that  violence  or  physical  injury 
to  persons  and  property  shall  be  condoned  by  the  law ;  for 
any  person  who  commits  violence  to  person  or  property  would 
still  be  held  in  the  criminal  courts.  The  unions  have  no  desire 

1  Loewe  v.  Lawlor,  208  U.  S.  274.  2  268  U.  S.  295. 


532 


PRINCIPLES  OF  ECONOMICS 


to  make  crimes  lawful.  They  wish,  however,  to  permit  wage- 
earners  collectively  to  withhold  their  labor  and  buying  power 
from  any  person  for  any  purpose  whatever,  just  as  an  indi¬ 
vidual  may  now  lawfully  do ;  in  other  words,  they  wish  trade 
unions  to  be  freed  from  the  law  of  conspiracy.  This,  however, 
is  not  possible  in  the  United  States  without  a  constitutional 
amendment,  since  the  Supreme  Court  has  held  in  Truax  v. 
Corrigan 1  that  a  law  granting  this  freedom  is  unconstitutional. 

Government  Intervention  in  Labor  Disputes.  As  strikes  have 
grown  in  scope  and  importance  the  government  has  increas¬ 
ingly  put  forth  efforts  to  settle  labor  disputes  peacefully  in 
order  to  protect  the  public.  Especially  has  this  been  true  in 
regard  to  disputes  on  the  railroads  and  in  the  coal  mines,  indus¬ 
tries  in  which  continuity  of  service  is  of  vital  importance  to  the 
public.  A  compulsory-investigation  act  applicable  to  the  dis¬ 
putes  of  the  railroads  was  passed  in  1888.  It  remained  on  the 
statute  books  for  ten  years,  but  was  made  use  of  only  once 
(in  the  Pullman  strike  in  Chicago  in  1894)  and  then  to  no  effect. 
In  1898  the  Erdman  Act  was  passed  providing  for  mediation 
and  voluntary  arbitration.  The  act  was  restricted  to  men  actu¬ 
ally  engaged  in  the  operation  of  trains.  Upon  request  from 
either  party  to  the  dispute  the  chairman  of  the  Interstate 
Commerce  Commission  and  the  Commissioner  of  Labor  were 
to  attempt  to  adjust  the  dispute  by  mediation.  If  that  failed 
they  were  to  urge  both  parties  to  submit  the  dispute  to  arbi¬ 
tration.  Up  to  1906  the  act  was  only  once  made  use  of  and 
then  to  no  effect.  From  this  time  on,  however,  railroad  rates 
were  more  rigidly  regulated,  and  hence  it  became  more  diffi¬ 
cult  for  the  railroads  to  grant  wage  increases.  From  1906  to 
1913  the  act  was  successfully  made  use  of  forty-eight  times. 
In  no  case  did  either  side  repudiate  an  award.  In  1913  the 
Newlands  Act  was  passed.  This  act  provided  for  the  establish¬ 
ment  of  a  Board  of  Mediation  and  Conciliation  which  could 
act  on  its  own  initiative  or  by  request  of  either  party  to  the 
dispute.  If  the  board  could  not  mediate  the  controversy,  it 

1  257  U.  S.  312. 
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was  to  urge  arbitration.  Any  question  arising  with  respect 
to  the  interpretation  of  an  arbitration  award  was  to  be 
referred  back  to  the  arbitrators.  During  the  next  four  years 
this  act  was  successfully  utilized  in  over  seventy  cases.  But 
in  1916  arbitration  was  refused  by  the  unions,  and  a  general 
railroad  strike  was  imminent.  It  was  averted  by  the  Adam¬ 
son  Act,  which  granted  the  basic  eight-hour  day  on  the  rail¬ 
roads.  Late  in  1916  President  Wilson  asked  Congress  to  pass 
a  compulsory-investigation  act  with  compulsory  cessation  of 
strike  or  lockout  during  the  period  of  the  investigation,  but 
no  law  was  passed.  Late  in  1917  the  government  assumed 
control  of  the  railroads.  A  Railway  Wage  Board  was  estab¬ 
lished  and  also  Boards  of  Adjustment,  which  took  up  all 
disputes  other  than  those  relating  to  wages.  Finally  in  1920, 
when  the  roads  were  returned  to  private  control,  a  United 
States  Railroad  Labor  Board  was  established  with  power  to 
decide  all  disputes  (including  wage  disputes)  by  majority  vote. 
However,  no  penalties  except  publicity  were  provided  for 
failure  to  comply  with  the  award.  Publicity  was  the  only 
penalty  which  the  law  provided.  The  act  was,  therefore,  in 
no  sense  a  compulsory-arbitration  act.  Nevertheless  the  power 
of  public  opinion  back  of  the  board’s  award  was  an  important 
factor  in  the  failure  of  the  shopmen’s  strike  of  1922.  In  1926 
the  Watson-Parker  Act  was  passed,  which  abolished  the 
Railroad  Labor  Board  and  established  in  its  place  a  Board  of 
Mediation.  This  act  provides  for  the  settlement  of  disputes 
by  conferences  between  the  interested  parties  and  by  voluntary 
arbitration. 

In  the  case  of  the  coal  miners  the  Federal  government  has 
in  recent  years  frequently  intervened  in  an  effort  to  prevent 
strikes.  In  1919  the  Department  of  Justice  secured  an  injunc¬ 
tion  prohibiting  the  officials  of  the  United  Mine  Workers  from 
distributing  strike  benefits  and  compelling  them  to  rescind  the 
strike  order.  Later  the  President  induced  both  parties  to 
submit  the  dispute  to  a  board  appointed  by  the  President. 
Moreover,  the  Secretary  of  Labor  has  at  times  acted  as 
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mediator  in  coal  strikes  as  well  as  in  industrial  disputes, 
frequently  with  considerable  success. 

During  the  war  the  National  War  Labor  Board  was  estab¬ 
lished  by  presidential  proclamation.  No  special  legal  pro¬ 
visions  were  made  for  the  enforcement  of  its  awards.  The 
appeal  to  patriotic  sentiments  was  generally  sufficient  to  ob¬ 
tain  compliance  with  its  orders.  If  this  was  not  sufficient,  the 
war  powers  of  the  President,  by  which  he  could  take  over 
essential  industries  and  impose  the  penalty  of  loss  of  industrial 
exemption,  were  resorted  to.  Only  in  very  few  industries  was 
it  necessary  to  resort  to  such  drastic  measures.  Practically, 
therefore,  the  War  Labor  Board  had  powers  of  compulsory 
arbitration  during  the  war  period.  The  board  was  discon¬ 
tinued,  of  course,  at  the  end  of  the  war. 

Only  one  American  state  has  tried  the  experiment  of  com¬ 
pulsory  arbitration.  In  1920  Kansas  established  an  Industrial 
Court  with  powers  of  compulsory  arbitration  in  all  industries 
engaging  in  the  transportation  or  manufacture  of  fuel,  food, 
and  clothing,  or  in  the  construction  of  houses.  Men  were  free 
to  leave  any  employment ;  but  strikes,  picketing,  and  lockouts 
were  prohibited.  The  court  did  not  succeed  in  preventing 
large  strikes,  though  it  served  successfully  in  the  settle¬ 
ment  of  small  disputes.  In  1923  the  Supreme  Court  of  the 
United  States  declared  that  part  of  the  law  unconstitutional 
which  pertained  to  wage-fixing  in  such  industries  as  meat¬ 
packing.1  In  1925  the  Supreme  Court  held  further  that  hours 
of  labor  cannot  be  fixed  in  such  industries.2  The  net  effect 
of  these  decisions  appears  to  be  to  restrict  the  operation  of 
the  act  to  those  industries  long  recognized  in  law  as  public 
utilities.  In  1925  the  Kansas  Legislature  abolished  the  Indus¬ 
trial  Court  and  transferred  such  powers  as  it  still  retained  to 
the  Public  Service  Commission. 

In  Canada  a  compulsory-investigation  act  with  compulsory 
cessation  of  strikes  or  lockout  during  the  period  of  investiga¬ 
tion  was  passed  in  1907.  The  award  of  the  investigating  board 

1  262  U.  S.  522. 


2  267  U.S.  552. 
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is  not  compulsory.  In  so  far  as  investigating  boards  have  been 
applied  for,  the  act  has  helped  to  settle  disputes,  but  in  the 
majority  of  cases  it  is  violated  at  the  outset  by  refusing  to 
apply  for  the  establishment  of  a  board  before  a  strike  or  lock¬ 
out  is  declared.  Penalties  for  violation  of  the  act  have  not 
been  enforced. 

In  Australia  compulsory  arbitration  obtains  in  most  of  the 
states,  as  well  as  in  the  commonwealth  itself.  New  Zealand 
also  has  a  system  of  arbitration.  Victoria  has  minimum-wage 
boards,  which  set  up  standard  minimum  wages  for  almost  all 
industries.  Strikes  for  wages  above  the  minimum  set  by  the 
wage  boards  are  not  illegal,  yet  this  state  has  been  freer  from 
strikes  than  some  of  the  states  with  compulsory  arbitration. 
New  South  Wales  especially  has  had  serious  labor  disturb¬ 
ances  largely  because  of  the  turbulent  conditions  in  the  coal 
mines,  which  are  of  considerable  importance  in  this  province. 
Compulsory  arbitration  has  not  prevented  strikes  in  any  of 
the  provinces,  though  disputes  of  an  interstate  scope  have  in 
the  main  been  successfully  handled  by  the  commonwealth 
court.  Compulsory  arbitration  has,  however,  furnished  the  ma¬ 
chinery  for  negotiation  and  conciliation  between  employers  and 
employees.  The  tendency  is  'more  and  more  to  work  through 
joint  conferences  of  the  parties  to  the  dispute.  Compulsory 
conference  is  made  use  of  if  necessary.  The  system  may  there¬ 
fore  be  properly  described  as  legalized  collective  bargaining. 

In  the  United  States  the  labor  movement  is  strongly  opposed 
to  compulsory  arbitration.  The  American  Federation  of  La¬ 
bor  believes  it  can  best  attain  its  ends  through  trade-union 
activities  rather  than  through  industrial  courts  or  labor 
boards.  It  is  interested  in  legislation  chiefly  to  secure  freedom 
from  the  restrictions  imposed  by  law  upon  the  activities  of 
trade  unions.  The  American  Federation  of  Labor  is,  however, 
interested  in  labor  legislation  for  children  and  women  and  in 
certain  special  types  of  legislation  for  men. 

Minimum- Wage  Legislation.  About  a  dozen  states  have 
passed  minimum-wage  laws  applying  to  women  and  minors. 
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Flat  minimum-wage  rates  are  established  by  law  in  Arizona, 
Arkansas,  and  Utah.  In  Massachusetts,  Minnesota,  Wiscon¬ 
sin,  Arizona,  Washington,  California,  Colorado,  North  Da¬ 
kota,  Texas,  and  Kansas,  mimimum-wage  boards  establish  the 
rate  for  each  industry  affected.  These  boards,  on  finding  by 
investigation  that  wages  are  insufficient  in  a  certain  industry 
to  maintain  the  specified  standard  of  living,  may  establish  a 
subordinate  wage  board  composed  of  representatives  of  the 
employers,  the  employees,  and  the  public.  These  boards,  on 
investigation,  recommend  the  establishment  of  a  certain 
minimum  wage.  A  public  hearing  is  then  held  by  the  per¬ 
manent  wage  board  or  industrial  commission,  and  a  scale  of 
wages  is  finally  ordered  to  be  made  effective.  In  most  states 
this  award  is  compulsory,  but  in  Massachusetts  the  only 
penalty  is  publicity  in  the  newspapers  regarding  firms  which 
refuse  to  pay  the  established  wage.  By  a  four-to-four  decision 
the  United  States  Supreme  Court  upheld  the  Oregon  wage 
law,  but  in  1923  the  minimum-wage  law  passed  by  Congress 
for  the  District  of  Columbia  was  declared  unconstitutional.1 
In  1925  the  United  States  Supreme  Court  refused  to  sustain 
the  Arizona  law,  and  subsequently  a  Federal  court  in  Wis¬ 
consin  held  that  the  law  in  that  state  could  not  be  applied  to 
adult  females.  The  Minnesota  supreme  court  has,  however, 
held  that  the  law  of  that  state  is  valid  in  its  application  to 
minors,  and  in  no  jurisdiction  has  any  court  held  to  the  con¬ 
trary.  The  net  effect  is  that  these  laws  can  now  be  legally 
enforced  only  with  respect  to  children  and  minors. 

Hours  of  Work.  Legislation  regulating  the  hours  of  work  is 
on  firmer  legal  grounds.  Thirty-six  of  our  important  industrial 
states  limit  the  hours  of  labor  to  eight  per  day  for  children 
under  sixteen  years  of  age.  About  half  the  remaining  states 
have  a  nine-hour  day.  Some  of  the  Southern  states  still  permit 
eleven  hours  of  work  per  day  for  children.  Nearly  all  states 
limit  the  hours  of  labor  for  women :  many  to  eight  or  nine 
hours  a  day,  but  the  majority  place  the  limit  at  sixty  hours 

i  261  U.  S.  525. 
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a  week.  The  Oregon  law,  providing  for  a  ten-hour  day  for 
all  employees  in  every  mill,  factory,  or  manufacturing  estab¬ 
lishment,  was  upheld.  The  hours  of  labor  are  limited  for 
employees  of  local,  state,  or  Federal  governments.  On  the 
railroads  the  hours  of  labor  are  regulated  in  the  interest  of 
the  public  safety.  Because  of  the  hazards  and  dangers  to 
health  in  the  mining  industry,  almost  all  our  important  min¬ 
ing  states  limit  the  hours  of  labor  for  miners  to  eight  hours  a 
day.  On  similar  grounds  a  few  states  have  enacted  eight-hour 
laws  applying  to  adult  males  employed  in  laundries,  electric 
plants,  plaster  and  cement  mills.  Ten-hour  laws  have  been 
applied  in  certain  cases  to  sawmills,  bakeries,  brickyards,  and 
textile  mills. 

Social  Insurance.  Turning  now  to  social  insurance  —  insur¬ 
ance  for  wage-earners  against  accident,  sickness,  old  age,  and 
unemployment  —  we  find  legislation  in  the  United  States  far 
behind  that  of  European  countries.  Only  in  the  case  of  in¬ 
dustrial  accident  is  the  workingman  protected  by  law  in  the 
United  States.  Practically  all  states,  as  well  as  the  Federal 
government,  now  have  legislation  providing  for  compensation 
for  injuries  sustained  in  industrial  employment.  The  expense 
is  borne  exclusively  by  the  employer,  who  is  generally  com¬ 
pelled  to  insure  either  in  a  state  fund  or  in  a  private  company. 
If  the  employer  refuses  to  come  under  the  compensation  act 
he  cannot  set  up  any  of  the  old  common-law  defenses  in  a 
suit  for  damages,  such  as  (1)  contributory  negligence  of  the 
worker  himself,  (2)  negligence  of  a  fellow  employee,  or  (3)  as¬ 
sumption  of  risk  on  the  part  of  an  employee  when  he  takes 
the  job.  The  compensation  usually  amounts  to  from  half  the 
wages  to  two  thirds,  with  certain  upper  and  lower  limits 
beyond  which  the  compensation  cannot  go. 

In  Great  Britain  the  wage-earner  is  insured  not  only  against 
accident  but  also  against  sickness,  unemployment,  and  old 
age.  In  the  case  of  accident  the  employer  alone  bears  the  ex¬ 
pense,  as  in  the  United  States ;  in  the  case  of  sickness  and 
unemployment  the  expense  is  borne  jointly  by  the  employer, 
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the  wage-earner,  and  the  state;  in  the  case  of  old  age  the 
state  bears  the  entire  burden. 

Many  employers  in  the  United  States  have  instituted  special 
funds  for  their  own  employees,  insuring  them  against  sickness, 
old  age,  and  even,  in  some  cases,  against  unemployment. 
The  ladies’  garment  industry  in  Cleveland  guarantees  its 
workers  forty  weeks  of  employment  a  year  and  pays  un¬ 
employment  benefits  amounting  to  one  half  the  weekly  wage 
if  the  employment  falls  below  that  level.  Recently  the  men’s 
clothing  industry  in  Chicago,  in  conjunction  with  the  Amal¬ 
gamated  Clothing  Workers,  has  instituted  an  employment- 
insurance  plan,  supported  jointly  by  the  employers  and  the 
union,  which  provides  for  the  payment  of  unemployment  bene¬ 
fits  at  the  rate  of  30  per  cent  of  full-time  wages  for  a  period 
not  to  exceed  five  weeks  per  year. 

Economic  Principles  of  Labor  Legislation.  We  have  now  to 
consider  how  labor  legislation  affects  the  production  and 
distribution  of  the  national  income.  We  shall  consider  this 
under  two  heads :  (1)  how  labor  legislation  affects  the  personal 
efficiency  (and  therefore  the  marginal  productivity)  of  the 
wage-earning  class ;  (2)  how  labor  legislation  affects  in  other 
ways  the  economic  efficiency  of  the  labor  group. 

Much  labor  legislation  obviously  has  a  direct  relation  to  the 
personal  health  and  efficiency  of  the  wage-earners  and  their 
families.  Safety  and  sanitary  measures  not  only  reduce  the 
number  of  days  lost  during  the  year  but  also  increase  the 
general  health  and  efficiency  of  the  worker.  Similarly,  shorter 
hours  will  lessen  fatigue  and  thus  increase  bodily  resistance 
to  disease.  Moreover,  shorter  hours  will  make  the  workman 
more  alert  and  energetic  during  the  working  hours.  Twelve- 
hour-day  workers  cannot  measure  up  in  hourly  output  to 
eight-hour-day  workers,  and  frequently  the  shorter  workday 
shows  an  advantage  in  daily  output.  Social  insurance  helps 
to  prevent  physical  deterioration  of  the  worker  and  his 
family  when  wages  cease  because  of  sickness,  accident,  or 
unemployment.  Minimum-wage  laws  increase  the  physical 
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efficiency  of  the  underpaid  classes  by  enabling  the  worker 
to  obtain  the  food,  clothing,  and  other  necessities  of  life 
requisite  to  a  healthful  existence. 

In  so  far  as  these  measures  serve  to  increase  the  personal 
efficiency  of  the  wage-earning  class,  their  marginal  produc¬ 
tivity  will  be  increased.  Thus  in  so  far  as  the  productivity 
is  increased,  the  benefits  received  from  these  measures  are 
made  economically  possible  and  are  paid  for  out  of  the 
increased  productivity.  In  the  case  of  minimum-wage  legisla¬ 
tion  the  higher  wages  may  thus  come  out  of  increased  pro¬ 
ductivity.  Social  insurance  need  not  result  in  any  diminution 
of  wages,  provided  productivity  is  increased  sufficiently  to 
pay  for  the  cost  of  the  insurance.  If  the  employer  is  made  to 
bear  the  expense  of  the  insurance  (as  he  is  in  workmen’s  com¬ 
pensation),  it  is  clear  that  the  wages  paid  in  the  long  run 
cannot  exceed  the  net  marginal  product  of  labor ;  that  is,  the 
amount  remaining  after  the  insurance  expenses  have  been 
met.  But  the  net  marginal  product  need  not  be  lower  than 
before  the  insurance  measure  was  put  into  effect  if  there  has 
been  an  increase  in  productivity.  In  the  case  of  legislation  on 
hours  the  daily  wage  need  not  be  reduced  if  the  laborer  pro¬ 
duces  as  much  in  the  shorter  workday  as  he  does  in  the 
longer  day. 

In  the  second  place,  the  marginal  productivity  of  labor 
may  be  increased  by  labor  legislation  even  though  there  is  no 
increase  in  personal  efficiency.  The  economic  productivity  of 
labor  depends,  it  will  be  remembered,  not  only  on  the  per¬ 
sonal  efficiency  of  the  individual  wage-earner  but  also  on  the 
relative  supply  of  the  different  factors  of  production  as  well  as 
the  efficiency  of  the  factors  auxiliary  to  labor.  The  minimum- 
wage  legislation  may  raise  the  marginal  productivity  of  labor 
by  exerting  a  powerful  pressure  on  the  employer  to  improve 
management  and  equipment  to  an  extent  which  will  make 
possible  the  payment  of  the  higher  wages  required  by  law. 
As  has  been  pointed  out  before,  a  high  wage  level  is  a  powerful 
stimulant  to  improvements  in  management  and  technique. 
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It  is  a  challenge  to  the  ingenuity  of  employers,  and  those  who 
are  not  able  to  meet  the  test  are  likely  to  be  squeezed  out. 
There  is,  of  course,  a  limit  to  such  possible  improvements. 
Nor  is  it  possible  for  all  firms  to  reach  the  maximum  efficiency 
attained  by  superior  firms.  Hence  legal  minimum  wages  if 
pushed  very  far  above  the  existing  level  may  easily  reach  a 
point  too  high  for  industry  to  sustain.  In  this  event,  if  the 
law  is  really  enforced  (which  would  be  difficult),  a  considerable 
number  of  the  wage-earners  to  whom  the  law  applied  would 
be  thrown  out  of  work,  since  they  would  not  be  employed  if 
they  could  not  earn  the  wages  required  by  law.  The  active 
labor  supply  would  thus  in  effect  be  reduced,  and  hence  the 
marginal  product  of  labor  would  be  raised  to  a  point  suf¬ 
ficiently  high  to  pay  the  legal  wages.  In  short,  the  total  labor 
supply  could  not  be  employed  at  the  abnormally  high  wage  level. 

Naturally  the  workers  first  thrown  out  would  be  the  most 
inefficient  workers.  Thus  the  marginal  product  would  be 
raised  for  two  reasons :  first,  because  the  active  labor  supply 
would  be  reduced ;  second,  because  the  elimination  of  the  most 
inefficient  would  leave  the  level  of  personal  efficiency  higher 
than  before. 

A  minimum-wage  law  may  thus,  for  the  time  being,  work 
a  hardship  on  the  least  efficient  workers,  but  in  the  long  run 
even  this  class  may  gain.  Among  the  inefficient  workers  who 
would  be  thrown  out  of  employment  there  might  be  many 
children  and  minors.  A  longer  period  for  the  education  of  the 
average  child  would  thus  be  made  possible,  and  this  would 
increase  the  efficiency  of  the  next  generation  of  workers. 
Moreover,  all  these  measures  serve  to  raise  workingmen’s 
concept  of  what  constitutes  a  proper  standard  of  life.  The 
effect  of  this  psychological  influence  makes  itself  felt  through 
parents’  forethought  for  the  future  of  their  children  and 
probably  thus  indirectly  affects  the  birth  rate.  As  we  have 
already  seen,  a  restricted  birth  rate  is  essential  to  the  attain¬ 
ment  and  maintenance  of  a  high  wage  level.  Furthermore,  the 
throwing  out  of  work  of  the  most  inefficient  adult  workers 
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would  probably  compel  society  to  give  more  liberal  aid  to 
defectives  and  partial  defectives  with  a  view  to  educat¬ 
ing  and  rehabilitating  those  who  can  be  helped  and  caring 
properly  for  those  who  are  hopelessly  deficient.  Moreover, 
legal  minimum-wage  laws  may  properly  permit  lower  wage 
rates  to  persons  who  are  partial  defectives  but  nevertheless 
can  do  useful  work  and  contribute  to  their  own  support. 

Panaceas  and  the  Labor  Problem.  There  are  those  who  be¬ 
lieve  that  the  labor  problem  will  finally  be  solved,  not  through 
trade  unionism  or  labor  legislation  but  through  revolution 
and  the  complete  overthrow  of  the  capitalist  employer.  For  a 
hundred  years  and  more,  thousands  and  millions  of  people 
have  firmly  believed  that  the  industrial  millennium  was  just 
round  the  corner.  This  is  a  child’s  dream ;  but  adults  as  well 
as  children  love  to  believe  in  fairy  tales.  Change  is  indeed  the 
law  of  life,  and  though  we  are  apparently  moving  in  the  direc¬ 
tion  of  a  sort  of  socialized  capitalism,  yet  there  is  no  evidence 
whatever  that  we  shall  not  always  have  industrial  classes  with 
conflicting  economic  interests  and  consequently  industrial 
strife.  Modern  industry  cannot  survive  without  an  abundant 
supply  of  capital,  and  it  remains  still  to  be  seen  whether  we 
shall  ever  be  able  to  produce  this  supply  in  sufficient  quantity 
in  any  other  way  than  through  the  stimulus  of  private  prop¬ 
erty.  It  will  by  no  means  be  as  easy  for  the  world  to  get  along 
without  the  private  capitalist  as  it  was  to  push  aside  that 
privileged  class,  the  feudal  barons  of  the  old  regime.  More¬ 
over,  those  who  possess  the  highly  technical  knowledge  which 
modern  industry  requires  hold  a  position  far  more  strategic 
than  that  occupied  by  the  great  mass  of  wage-earners.  Each 
group  is  necessary  to  the  other.  Economic  classes  persist 
because  they  are  rooted  in  the  very  nature  of  the  modern 
complex  industrial  order  and  in  the  ineradicable  differences  in 
natural  ability.  The  solution  must  therefore  come  not  in 
the  supremacy  of  one  class  over  another,  whether  capitalist, 
technician,  or  wage-earner,  but  in  the  cooperation  which  rests 
on  the  firm  basis  of  organized  groups. 
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We  used  the  word  "solution”  above.  There  is  no  solution  of 
the  labor  problem.  It  is  a  part  of  the  eternal  problem  of  human 
relations:  of  give  and  take  between  people  engaged  in  a 
common  enterprise.  The  labor  problem  is,  in  short,  nothing 
more  nor  less  than  the  art  of  living  and  making  a  living  in 
cooperation  with  our  fellow  men.  This  is  an  age-long  problem, 
that  will  exist  as  long  as  there  are  people  struggling  to  live  in 
a  world  where  production  must  precede  consumption. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Suppose  a  bricklayers’  union  so  strong  that  it  would  be  able  to 
raise  wages  to  $25  per  day.  Point  out  factors  which  would  come  into 
play  making  it  unlikely  that  such  high  wages  could  be  retained. 

2.  It  is  possible  that  a  trade  union  may  raise  wages  without  lower¬ 
ing  profits  or  raising  prices  to  the  consumer.  Under  what  conditions 
would  this  be  possible? 

3.  A  trade  union  may  raise  wages,  and  the  employers  may  pass  the 
increased  cost  of  production  on  to  the  consumers  by  charging  higher 
prices.  Under  what  conditions  would  this  be  likely  to  happen  ? 

4.  Under  certain  circumstances  it  is  quite  likely  that  a  union  by 
forcing  the  payment  of  higher  wages  would  force  marginal  or  typical 
employers  out  of  business.  What  are  these  circumstances?  What 
would  be  the  effect  upon  consumers?  Might  such  action  result  in 
social  gain? 

5.  High  wages  of  union  men  may  result  in  lowering  the  wages  of 
nonunion  workmen.  Under  what  conditions  might  this  be  the  case? 
Would  it  necessarily  be  the  case  ?  Why  not  ? 

6.  It  is  sometimes  held  that  the  rate  of  wages  depends  exclusively 
upon  the  relative  bargaining  strength  of  the  two  opposing  parties. 
What  do  you  think  of  this  statement?  Does  the  bargaining  theory 
answer  the  question  as  to  where  wages  come  from  and  what  sets  the 
limits  to  the  amount  that  can  be  paid  in  wages  ? 

7.  While  a  union  may  succeed  in  fixing  wages  at  a  very  high  level, 
it  cannot  force  employers  to  hire  the  usual  number  of  laborers  at  the 
exorbitantly  high  wage.  What  might  the  employers  do  to  make  it 
unnecessary  to  hire  so  many  high-priced  laborers  ?  Might  the  buying 
public  indirectly  force  the  employer  to  hire  fewer  laborers  ?  Explain. 
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8.  Show  how  it  might  easily  be  possible  for  a  certain  class  of  wage- 
earners  to  suffer  as  a  result  of  increasing  their  daily  output.  In  view 
of  this  why  does  labor  as  a  class  generally  gain  from  increased  pro¬ 
ductivity  ? 

9.  The  British  Unemployment  Insurance  Fund  collects  approxi¬ 
mately  $250,000,000  a  year.  Most  of  this  is  paid  out  in  unemployment 
benefits.  A  part  is  used  to  repay  the  loan  which  it  became  necessary 
for  the  government  to  advance  to  the  fund  when  the  tremendous  post¬ 
war  unemployment  wiped  out  the  accumulated  surplus.  This  indebted¬ 
ness  at  one  time  reached  about  $85,000,000,  but  it  was  reduced  by  the 
end  of  1925  to  about  $40,000,000.  In  the  United  States  this  scheme 
has  frequently  been  referred  to  as  a  "dole” ;  but  since  the  contribu¬ 
tions  to  the  fund  are  made  mainly  by  the  wage-earners  and  the  em¬ 
ployers  with  only  about  a  25  per  cent  subsidy  from  the  state,  this  term 
is  clearly  a  misnomer.  Discuss  the  merits  and  demerits  of  unemploy¬ 
ment  insurance. 

10.  The  following  table  from  W.  I.  King’s  Earnings ,  Hours  and 
Employment  in  Property  and  Depression  shows  the  decline  in  employ¬ 
ment  in  the  United  States  following  the  crisis  of  1920.  Note  the 
industries  that  are  hardest  hit. 

Maximum  Cyclical  Decline  of  Employment  in  1920-1922  (Per  Cent) 


Agriculture .  3.18 

Extraction  of  minerals . 29.66 

Building  and  construction . 18.92 

Finance .  7.14 

Public  and  professional  service .  4.57 

Domestic  and  personal  service .  4.11 

Steam  railways . 29.68 

Commerce  and  trade .  2.78 

All  factories . 29.97 

Metals  and  metal  products  1 . 50.25 


1  Vehicles,  railroad  cars,  and  all  products  not  elsewhere  recorded  are  included 
here. 
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DYNAMIC  ASPECTS  OF  DISTRIBUTION 

The  Wage-Earning  Class;  Wages.  The  accompanying  chart 
(Fig.  40)  shows  the  historical  trend  of  money  wages  1  in  this 
country  for  over  a  century.  Certain  outstanding  movements 
will  at  once  be  noted.  Marked  fluctuations  appear  at  and 
after  two  great  wars  —  the  Civil  War  and  the  World  War. 
These  wage  upheavals  correspond  to  the  great  price  upheavals, 
as  will  be  seen  by  comparing  the  wage  charts  given  above 
with  the  price  chart  in  Fig.  25,  page  340.  It  is  obvious, 
therefore,  that  the  general  price  level  is  one  very  important 
factor  affecting  the  money- wage  curve.  If,  however,  we  dis¬ 
regard  these  outstanding  fluctuations  we  find  that  the  general 
trend  is  steadily  upward.  No  such  tendency  appears  in  the 
general  wholesale-price  curve.  We  conclude,  therefore,  that 
there  are  other  very  important  factors  operating  upon  the 
wage  curve  besides  the  movement  of  prices  or  the  fluctuations 
in  the  value  of  money.  If  we  reduce  the  wage  curve  to  a 
purchasing-power  basis,  the  effect  of  these  other  forces  will 
become  more  clearly  apparent. 

In  Fig.  41  is  presented  the  movement  of  real,  or  purchasing- 
power,  wages.  The  money-wage  index  before  1890  has  been 
reduced  to  a  purchasing-power  basis  by  dividing  it  by  an 
index  of  the  wholesale  prices  of  food,  clothing,  fuel,  light,  and 
house  furnishings  weighted  roughly  according  to  the  expendi- 

1  Daily  wages  are  used  from  1820  to  1890 ;  weekly  wages,  from  1890  to  1924. 
The  broken-line  curve  for  1890-1925  is  for  the  annual  earnings  of  employed  workers 
in  manufacturing  as  given  by  P.  H.  Douglas  in  the  American  Economic  Review, 
Supplement,  March,  1926.  For  the  solid-line  curve  see  Alvin  H.  Hansen’s  article 
Factors  Affecting  the  Trend  of  Real  Wages,”  in  the  American  Economic  Review 
March,  1925. 
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tures  of  workingmen’s  families.  This  does  not  give  an  abso¬ 
lutely  accurate  index  of  real  wages,  even  though  the  underlying 
data  were  perfectly  accurate  and  representative.  To  get  an 


accurate  index  of  real  wages  we  should,  of  course,  have  to 
reduce  money  wages  to  a  purchasing-power  basis  by  means 
of  a  cost-of-living  index.  This  would  include  rent  as  well  as 
food,  clothing,  etc.,  and  the  prices  should  be  at  retail  and  not 
at  wholesale.  We  have  no  adequate  data  on  rent  before  1913 
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and  we  have  no  continuous  retail-price  data,  except  for  food, 
before  1890.  Thus  before  1890  we  have  used  wholesale  prices 
exclusively ;  from  1890  to  1913  we  have  used  the  retail  prices 
of  food  and  the  wholesale  prices  for  other  items;  after  1913 
we  have  used  the  cost-of-living  index  of  the  Bureau  of  Labor. 
According  to  Paul  H.  Douglas  wholesale  prices  deviated  from  re¬ 
tail  prices  only  to  a  slight  degree  from  1890  to  1914.  However, 
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in  periods  of  pronounced  price  upheaval  wholesale  prices  fluc¬ 
tuate  more  violently  than  retail  prices ;  hence  when  money 
wages  are  reduced  to  a  purchasing-power  basis  by  means  of 
wholesale  prices,  the  real-wage  curve  is  made  to  fluctuate  more 
violently  than  the  actual  facts  warrant. 

The  Effect  of  Productivity  on  Wages.  From  the  chart  it  is 
clear  that  apart  from  periodic  movements,  sometimes  of 
longer  and  sometimes  of  shorter  duration,  the  long-run  trend 
of  real  wages  has  been  decidedly  upward.  This  would  logi¬ 
cally  be  expected  in  a  century  which  witnessed  a  marvelous 
increase  in  production.  On  the  chart  we  show  a  curve  indi- 
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eating  the  trend  in  the  production  per  person  gainfully  em¬ 
ployed.1  This  is  by  no  means  the  same  thing  as  a  curve  showing 
the  fluctuations  in  the  marginal  productivity  of  labor.  The  mar¬ 
ginal  product  of  wage-earners  is  not  likely  to  increase  as  rapidly 
as  the  product  per  person  gainfully  employed.  As  has  been 
fully  explained  in  a  previous  chapter,  wages  depend  upon  the 
marginal  product  of  labor  and  not  upon  the  average  product. 

It  is  especially  important  to  note  the  changes  in  the  pro¬ 
duction  of  foodstuffs,  since  food  is  the  most  important  single 
item  in  the  workingmen’s  budget.  Real  wages  are  particu¬ 
larly  affected  by  the  trend  of  agricultural  production.  The 
per  capita  production  of  leading  crops  showed  a  marked  in¬ 
crease  up  to  the  nineties  (see  Fig.  42).  This  goes  far  to  ex¬ 
plain  the  rise  in  real  wages  in  this  period.  After  the  nineties 
the  per  capita  production  remained  about  stationary,  with 
some  decline  after  1906.  The  disappearance  of  free  land  and 
the  increasing  pressure  of  population,  native  and  immigrant, 
is  one  of  the  factors  to  be  considered  in  connection  with  the 
lag  of  real  wages  from  1890  to  1915.  Thus  the  trend  in  the 
production  of  foodstuffs  is  a  factor  of  especial  importance  in 
considering  the  relation  of  production  to  real  wages. 

But  the  production  of  foodstuffs,  important  as  it  is,  must 
not  be  considered  alone  without  regard  to  general  production. 
Increased  productivity  in  all  lines  may  be  expected  to  increase 
the  real  wages  of  the  working  class,  especially  if  this  increased 
production  reduces  the  value  of  goods  entering  into  the  work- 


i  The  leading  cause  of  this  increase  in  productivity  per  worker  is  the  progressive 
improvement  in  the  equipment  with  which  each  worker  is  supplied.  The  primary 
horse  power  per  worker  in  manufacturing  increased  about  90  per  cent  from  1899  to 
1925.  The  following  table  gives  the  increase  in  the  output  per  worker  in  manufacturing 
and  agriculture  from  1899  to  1925  (see  Proceedings  of  the  Academy  of  Political  Science 
(July,  1927),  p.  7,  and  the  Conference  Board  Bulletin  (December,  1927),  p.  94) : 


Manufacturing  Agriculture 

1899  . 100  100 

1909  . •  110  100 

1919 . '.  .  •  106  128 

1923  .  134 

1924  .  147 

1925  .  149 
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ingman’s  budget ;  but  if  improvements  result  in  lower  cost  and 
increased  production  of  goods  not  purchased  by  workingmen, 
the  real  incomes  of  other  classes  are  increased,  but  there  may 
be  no  gain  for  the  wage-earners. 

Moreover,  we  have  to  consider  the  share  of  the  national 
product  which  is  distributed  through  public  agencies.  Much 
of  the  laborer’s  income  does  not  appear  in  the  pay  envelope. 


Fig.  42.  Agricultural  production  (per  capita) 

An  increasing  proportion  of  the  national  income  is  being 
absorbed  by  the  community  as  a  whole,  and  distributed  not 
according  to  the  principles  of  value  but  according  to  the  prin¬ 
ciples  of  equality  or  need.  The  wage-earner’s  pay  envelope 
may  or  may  not  be  affected  by  these  public  expenditures, 
depending  on  the  manner  in  which  the  funds  are  raised.  At 
any  rate,  these  are  matters  that  cannot  be  overlooked  in 
considering  the  relation  between  the  movement  of  wages  and 
national  production. 

The  Effect  of  Price  Fluctuations  on  Wages.  With  the  excep¬ 
tion  of  the  decade  of  the  seventies,  real  wages  have  moved  in- 
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versely  with  the  general  price  level.  In  the  burst  of  prosperity 
preceding  the  panic  of  1873  real  wages  rose ;  in  the  deep  and 
prolonged  depression  which  followed,  labor  was  so  thoroughly 
deflated  that  the  purchasing  power  of  wages  suffered  a  decline. 
With  the  exception  of  this  decade,  real  wages  have  risen  with 
falling  prices  and  depression,  and  fallen  with  rising  prices  and 
prosperity.  On  the  other  hand,  the  purchasing  power  of  labor 
as  a  group  has  risen  with  prosperity  and  fallen  with  depression, 
because  of  increased  employment  in  the  first  instance  and 
widespread  unemployment  in  the  second.  It  is  a  common  fal¬ 
lacy  to  suppose  that  the  wage-earner’s  purchasing  power  will 
be  high  if  his  real-wage  rates  are  high.  High  real-wage  rates 
do  not  avail  if  one  is  out  of  a  job. 

This  relationship  between  real  wages  and  price  fluctuations 
holds  true  of  both  the  major  and  the  minor  movements.  Five 
major  movements  of  prices  and  wages  are  apparent.  From 
1820  to  1849  the  tendency  of  real  wages  was  upward  and  the 
trend  of  prices  was  downward.  From  1849  to  1865  the  general 
trend  of  prices  was  upward,  and  in  this  period  real  wages 
tended  downward.  From  1865  to  1897  the  price  trend  was 
heavily  downward  and  the  real-wage  movement  was  strongly 
upward.  From  1897  to  1919  the  general  trend  of  prices  was 
upward,  but  real  wages  remained,  on  the  whole,  stationary. 
With  the  heavy  fall  in  prices  beginning  with  1920  real  wages 
rose  sharply. 

If  we  center  our  attention  on  the  cyclical  movements  we  shall 
notice  a  similar  situation.  In  the  price  upheaval  of  the  thirties, 
which  culminated  in  the  panic  of  1837,  real  wages  suffered  a 
serious  decline.  With  the  rising  prices  leading  to  the  panic 
of  1857  real  wages  again  fell  heavily.  A  further  drop  to  still 
lower  levels  came  with  the  price  upheaval  of  the  sixties.  The 
seventies  (the  exception  to  the  rule)  brought  the  next  period 
of  declining  real  wages,  beginning  with  the  panic  of  1873  and 
culminating  in  1877.  The  last  sharp  decline  came  from  1897  to 
1900,  when  wages  failed  to  respond  to  the  unexpected  upward 
turn  in  prices. 
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It  is  evident  that  price  fluctuations  have  a  powerful  influence 
on  the  distribution  of  the  national  income.  The  marginal 
product  of  each  factor  is  no  doubt  the  normal  rate  of  return 
to  each.  But  this  normal  distribution  is  constantly  being  upset, 
not  only  by  changes  in  the  relative  supply  and  efficiency  of  the 
various  factors  but  also  by  the  redistribution  of  income  ac¬ 
companying  changed  prices.  If  prices  rise,  the  benefit  accrues 
immediately  to  the  entrepreneurial  class.  In  time,  however, 
competition  among  entrepreneurs  compels  them  to  bid  up  the 
prices  paid  for  labor,  land,  and  capital  until  the  surplus  profits 
are  absorbed.  In  the  meantime  a  fresh  rise  in  prices  has  created 
a  new  margin  of  profits  above  costs.  Entrepreneurs  naturally 
do  not  pass  these  gains  on  to  the  other  factors  until  compelled 
to  do  so  by  the  pressure  of  competition.  It  is  therefore  inevi¬ 
table  that,  in  rising-price  periods,  wages  and  other  costs  should 
lag  behind  prices.  Rising  prices  amount  in  fact  to  a  redistribu¬ 
tion  of  the  national  income  in  favor  of  the  entrepreneurial 
class.  They  amount  to  an  enforced  taxation  of  wage-earners, 
salaried  persons,  investors,  and  landlords  with  long-term  rent 
contracts. 

From  1897  to  1913,  when  real  wages  remained  substantially 
stationary  in  spite  of  an  enormous  increase  in  national  produc¬ 
tion,  business  profits  far  outran  the  rise  in  the  general  price 
level.  This  shows  itself,  for  example,  in  the  rise  in  the  stock 
market.  From  1897  to  1913  railroad  and  industrial  stocks  ad¬ 
vanced  nearly  100  per  cent.  The  classical  doctrine  that  profits 
and  wages  correlate  inversely  is  abundantly  true  when  applied 
to  the  effect  of  price  fluctuations  on  these  distributive  shares. 

Moreover,  this  was  a  period  in  which  huge  corporate 
surpluses  were  being  set  aside  out  of  profits.  This  meant 
a  great  addition  to  our  capital  equipment.  Thus  a  large 
part  of  the  increased  national  production  was  in  the  field  of 
producers’  goods,  as  E.  E.  Day’s  studies  show.  This  capital 
equipment  came  immediately  out  of  the  savings  of  the  cor¬ 
porations,  but  ultimately  and  in  reality  out  of  the  enforced 
savings  imposed  by  the  rise  in  the  price  level  upon  wage- 
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earners,  salaried  people,  bond  and  mortgage  holders,  insurance- 
policy  holders,  etc.  Rising  prices  cause  a  gap  between  the 
marginal  productivity  of  the  various  factors  employed  by  the 
entrepreneur  and  the  return  that  each  receives.  Indeed,  in 
such  periods  it  is  literally  true  that  labor  (and  certain  other 
factors  as  well)  does  not  receive  the  full  value  of  its  product. 

It  may  well  be,  indeed,  that  certain  of  the  groups  enumer¬ 
ated  above  enjoy  a  larger  income  in  spite  of  the  enforced 
saving.  Thus  though  wage-earners  find  their  real  wage  rates 
reduced  in  rising-price  periods,  yet  their  real  annual  earnings 
are  larger  because  of  the  increased  employment.  But  that  does 
not  obviate  the  fact  that  they  are  none  the  less  taxed  by  the 
rise  in  prices,  as  is  shown  by  the  reduction  of  their  real-wage 
rates.  They  get  less  pay  for  the  work  done,  but  they  get  larger 
real  incomes  by  doing  more  work.  Other  groups  are  less 
fortunate.  Salaried  people,  bond  and  mortgage  holders,  and 
insurance-policy  holders  suffer  a  net  loss  because  of  the  de¬ 
cline  in  the  purchasing  power  of  their  fixed  money  incomes. 

On  the  other  hand,  labor  may  get  more  than  its  marginal 
product  in  falling-price  periods.  Prices  may  fall,  but  labor 
clings  tenaciously  to  its  achieved  wage  level  and  does  not  hesi¬ 
tate  even  to  accept  unemployment  in  preference  to  wage  re¬ 
ductions.  Therefore  in  such  periods  the  employer  is  hard  put 
to  it  to  reduce  costs  in  some  other  way  than  by  reducing  wages. 

This  he  may  do  by  eliminating  waste,  by  introducing  improved 
processes  and  machinery,  and  by  better  management.  f 

Moreover,  the  marginal  product  of  labor  is  higher  in  fall-  <*  -  i 
ing  price  periods  because  of  the  reduction  in  the  labor  force. 

Thus  the  high  real  wages  are  purchased,  at  least  in  part,  at  the 
price  of  an  excessive  volume  of  unemployment. 

The  low  profits  of  falling-price  periods  result  in  a  diminution 
in  corporate  surpluses  and  social  saving.  The  production  of 
consumers’  goods  assumes  a  relatively  greater  importance. 

Thus,  in  the  falling-price  period  industry  operates  to  a  large 
extent  on  the  capital  accumulated  in  the  previous  period  of 
rising  prices.  Falling  prices  hand  back  to  the  wage-earners 
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(and  fixed-income  classes)  the  fruits  of  the  property  "stolen’ 
from  them  by  the  preceding  rising-price  level.  The  "un¬ 
earned”  property  acquired  by  entrepreneurs  in  the  rising- 
price  period  is  scaled  down  by  bankruptcy,  reorganization,  and 
reduction  in  capitalization  in  the  period  of  falling  prices. 
Labor  now  receives,  as  it  were,  the  "wage  dividends,”  which 
have  been  accumulating  but  which  have  remained  unpaid  in 
the  rising-price  period. 

Labor  gains,  moreover,  at  the  expense  of  farmers  in  periods 
of  falling  prices.  During  the  last  century  and  a  quarter  we 
have  had,  along  with  many  movements  of  less  importance, 
four  outstanding  periods  of  severe  decline  in  the  purchasing 
power  of  farm  products,  beginning  with  the  following  dates : 
1817,  1838,  1857,  and  1919.  These  were  all  periods  in  which 
the  general  price  level  was  falling  heavily.  What  is  the  reason 
for  this  relationship?  When  general  prices  fall,  industrial  de¬ 
pression  prevails,  and  the  more  precipitate  the  fall  the  more 
severe  is  the  depression.  When  industry  is  depressed,  the 
market  for  farm  products  is  poor  for  two  reasons  :  first,  manu¬ 
facturing  consumes  a  large  part  of  the  raw  material  produced 
on  farms  (80  per  cent  of  the  raw  material  used  in  manufacture 
comes  from  farms)  and,  second,  the  purchasing  power  of 
wage-earners,  much  of  which  is  applied  to  farm  products 
directly  or  indirectly,  is  low,  because  of  the  prevailing  unem¬ 
ployment.  In  spite  of  this  restricted  market,  farmers  continue 
to  produce  approximately  the  normal  supply  of  the  raw  mate¬ 
rials  of  industry,  while  the  supply  of  other  factors  is  rigidly 
controlled.  In  a  period  of  depression  wage-earners  do  not  go 
out  on  the  program  of  selling  all  their  labor  at  whatever  price 
it  will  fetch:  they  prefer  unemployment  to  a  precipitate  decline 
in  wages.  Entrepreneurs  curtail  production  in  the  face  of  a 
falling  market.  This  curtailment  checks  the  extent  of  the  de¬ 
cline  in  the  selling  price  of  manufactured  goods.  The  farmers, 
however,  totally  unable  to  control  supply,  find  themselves  in 
the  position  of  residual  claimants.  Throwing  their  commodity 
on  the  market  in  undiminished  volume  while  other  groups  are 


DYNAMIC  ASPECTS  OF  DISTRIBUTION 


553 


controlling  supply,  they  face  an  adverse  purchasing-power 
ratio.  It  would  be  interesting  to  know  how  low  wage  rates 
would  have  fallen  in  1921  if  wage-earners  had  insisted  on 
selling  the  entire  supply  of  labor  at  whatever  rates  it  might 
fetch. 

It  is  sometimes  argued  that  high  wage  rates  in  the  depres¬ 
sion  period  are  favorable  to  farmers,  for  it  is  thought  that  the 
high  rates  will  create  a  good  market  for  farm  products.  But 
unfortunately  high  wage  rates  do  not  help  an  unemployed  man 
to  buy  commodities.  Widespread  unemployment  causes  low 
purchasing  power  in  the  depression  period  despite  high  wage 
rates.  Now  labor  is  probably  wise,  from  a  long-run  point  of 
view,  in  resisting  wage  reductions  at  all  costs,  but  it  cannot  be 
claimed  that  these  high  wage  rates  are  favorable  to  farmers. 
Labor  and  the  raw  materials  of  farms  constitute  the  chief 
prime  costs  of  manufactures.  They  share  in  the  value  of  the 
product  according  to  the  relative  supply  of  each.  If  labor  cur¬ 
tails  its  supply  (chooses  to  remain  unemployed  rather  than 
accept  lower  wages)  while  farmers  continue  to  produce  at 
nearly  full  capacity,  the  share  that  goes  to  the  farmer  will 
be  inordinately  low.  Thus  we  find  that  in  each  period  of 
heavily  falling  prices  the  purchasing  power  of  wages  rises  and 
the  purchasing  power  of  farm  products  falls. 

The  Effect  of  Immigration  on  Wages.  The  failure  of  real 
wages  to  keep  pace  with  productivity  in  the  two  decades  pre¬ 
ceding  1914  can  be  explained  in  part  by  the  unprecedented 
wave  of  immigration  which  began  at  the  turn  of  the  century 
and  continued  until  the  outbreak  of  the  war.  In  six  of  the  ten 
years  from  1905  to  1914  over  a  million  immigrants  arrived 
annually.  The  labor  market  was  constantly  fed  with  a  new 
supply  of  applicants  for  jobs,  making  the  competitive  situation 
favorable  to  employers  and  unfavorable  to  wage-earners. 
Under  these  circumstances  it  is  not  surprising  that  real  wages 
lagged  behind  the  increase  in  productivity. 

On  the  other  hand,  the  restriction  of  immigration  in  recent 
years  has  been  a  potent  factor  working  toward  an  increase  in 
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real  wages.  Fig.  43  shows  the  great  decline  in  gross  and  net 
immigration  during  the  war  period  and  in  subsequent  years. 
European  immigration  was  almost  completely  stopped  by 
the  war,  and  in  the  post-war  period  restrictive  legislation  has 
kept  the  volume  at  relatively  low  figures.  In  1921  an  act  was 
passed,  chiefly  applicable  to  Europe,  which  allowed  each  coun¬ 
try  an  annual  quota  equal  to  3  per  cent  of  the  number  of  its 


nationals  in  this  country  in  1910.  This  act  which  limited 
immigration  from  Europe  to  about  358,000  continued  in  force 
until  1924,  when  a  new  law  was  passed  which  reduced  the 
quotas  to  2  per  cent  of  the  foreign-born  in  this  country  in  1890. 
Accordingly  the  total  European  quota  was  reduced  to  about 
165,000.  This  measure  especially  reduced  the  immigration 
from  southern  and  eastern  Europe,  since  relatively  few  natives 
of  these  countries  were  in  the  United  States  in  1890.  Under 
the  1924  act  the  quota  for  southern  and  eastern  Europe  was 
only  about  20,000. 
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Table  XVII  indicates  the  broad  changes  in  immigration 
since  1910.  The  vast  net  immigration  from  southern  and 
eastern  Europe  during  pre-war  years  has  been  converted  to  a 
minus  quantity,  the  outflow  to  these  countries  having  in 
recent  years  exceeded  the  small  number  admitted  under  the 
quota.  On  the  other  hand,  the  net  immigration  from  northern 
and  western  Europe  has  been  reduced  less  than  a  third  below 
the  pre-war  level.  The  Canadian  immigration  is  three  or  four 
times  greater  than  in  the  pre-war  period,  and  Mexican  immigra¬ 
tion  is  two  or  three  times  the  former  level.  These  large  in¬ 
creases  are  due  to  the  fact  that  the  quota  law  does  not  apply 
to  any  of  the  countries  of  North  and  South  America. 


Table  XVII.  Average  Annual  Net  Immigration,  in  Thousands 


Northern 

Southern 

Period 

Mexico 

Canada 

AND 

Western 

AND 

Eastern 

Europe 

Europe 

1910-1914  . 

17 

27 

157 

513 

1915-1919  . 

10 

57 

26 

-3 

1920-1924  . 

47 

101 

110 

95 

1925-1927  . 

34 

89 

107 

-  13 

The  Effect  of  Unionism  on  Wages.  The  cost  of  living  has 
fallen  heavily  since  1920,  but  money  wages  after  a  moderate 
decline  returned  approximately  to  the  peak  of  the  war  period. 
Unions  were  unquestionably  a  factor  of  more  or  less  impor¬ 
tance  in  preventing  any  drastic  reduction  in  wages  during  the 
deflation  of  1920-1922.  The  resistance  of  the  trade  unions  was 
particularly  evident  in  certain  industries,  notably  textiles, 
transportation,  mining,  clothing,  and  printing.  Moreover,  in 
recent  years  the  skilled  and  highly  organized  trades  have  suc¬ 
ceeded  in  pushing  their  wage  rates  to  a  progressively  higher 
level. 

The  Farming  Class;  Land  Value  and  Land  Rent.  We  turn 
now  to  a  consideration  of  the  fluctuations  in  the  value  of  farm 
land.  In  Fig.  44  we  give  a  curve  showing  the  average  price  of 
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farm  land  per  acre  in  the  United  States  (improvements  in¬ 
cluded).  The  value  of  land  is  nothing  more  nor  less  than  the 
capitalization  of  its  rental  value.  However,  the  capitalization 
will  vary  not  only  with  the  rental  value  but  also  with  the  rate 
of  interest.  Moreover,  this  curve  is  by  no  means  an  accurate 
index  of  changes  in  land  value,  since  by  taking  the  average 
price  per  acre  of  land  in  the  United  States  we  have  a  progres¬ 
sive  change  in  the  thing  evaluated,  for  new  land  has  continu¬ 
ally  been  added  and  some  old  land  abandoned.  Nevertheless 

we  present  the  curve 
for  what  it  is  worth , 
it  no  doubt  presents 
certain  general  ten¬ 
dencies. 

From  1850  to  1870 
the  trend  of  land  val¬ 
ues  was  strongly  up¬ 
ward,  from  1870  to 
1900  it  was  slightly 
downward,  and  from 
1900  to  1920  there 
was  a  phenomenal 
rise  in  land  values. 

The  curves  (for  decade  years)  in  Fig.  44  indicate  clearly  that 
a  considerable  part  of  the  movement  of  land  values  is  due  to 
the  fluctuations  in  the  value  of  money.  Land,  like  commodities 
generally,  tends  to  rise  as  money  depreciates  in  value  and  to 
fall  with  general  prices  as  money  appreciates  in  value. 

But  this  by  no  means  tells  the  whole  story.  From  1900  to 
1910  land  values  doubled  while  general  prices  increased  only 
about  25  per  cent.  It  is  clear  that  the  general  increase  in 
prices,  or,  what  amounts  to  the  same  thing,  the  depreciation 
of  money,  is  not  sufficient  to  explain  this  phenomenal  rise  in 
value.  To  understand  this  remarkable  increase,  we  must  dis¬ 
tinguish  between  the  movement  of  the  prices  of  farm  products 
and  the  prices  of  other  commodities.  These  movements  are 
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shown  in  Fig.  45.  It  will  be  noted  that  the  prices  of  farm 
products  increased  47  per  cent  from  1900  to  1910,  that  the 
prices  of  other  commodities  (not  including  farm  products) 
increased  only  18  per  cent,  and  that  the  general-price  index 
(including  farm  products)  increased  only  25  per  cent.  The 
disappearance  of  free  land  and  the  increasing  pressure  of  pop¬ 
ulation  on  limited  agricultural  resources  were  obviously  having 
a  telling  effect.  The  law  of  diminishing  returns  was  not  being 
sufficiently  counteracted  by  other  factors  to  prevent  agri¬ 
cultural  production 
from  falling  behind 
the  production  of 
other  commodities. 

Agricultural  prod¬ 
ucts  were  becom¬ 
ing  scarce  compared 
with  other  commodi¬ 
ties.  Thus  the  prices 
of  farm  products  in¬ 
creased  more  than 
two  and  a  half  times 
as  much  in  this 
decade  as  the  prices 
of  other  commodities 
and  nearly  twice  as  much  as  the  general  wholesale-price  in¬ 
dex  which  included  agricultural  and  nonagricultural  products. 

The  effect  of  these  movements  on  land  rents  will  become 
clear  from  an  illustration.  Let  us  suppose  that  a  farmer  in 
1900  sold  the  products  of  his  farm  for  $2000  and  that  his 
expenses  (not  including  interest  on  the  investment  in  the  land) 
were  $1000.  The  rental  value  of  his  land  was  then  $1000.  By 
1910  the  same  crop  would  sell  for  $2940.  Let  us  suppose  that 
his  expenses  increased  in  proportion  to  the  increase  in  the 
general  price  level.1  They  would  then  increase  from  $1000  to 

1  The  price  of  farm  machinery  increased  about  15  per  cent  in  this  period  and  the 
wages  of  farm  labor  increased  about  40  per  cent. 


Fig.  45 


558 


PRINCIPLES  OF  ECONOMICS 


$1250.  The  net  rental  value  of  his  land  is  now  $1690.  The 
rental  value  of  his  land  has  thus  increased  69  per  cent  whereas 
the  prices  of  farm  products  increased  only  47  per  cent.  It  is 
thus  evident  that  in  a  period  in  which  the  prices  of  farm 
products  are  rising  more  rapidly  than  expenses,  the  rental 
value  of  land  will  increase  even  more  rapidly  than  the  prices 
of  farm  products. 

But  while  the  rental  value  of  land  increased,  according  to 
our  illustration,  69  per  cent  from  1900  to  1910,1  land  values 
doubled.  How  is  this  divergence  between  the  rental  value  and 
the  capitalized  value  of  land  to  be  accounted  for  ?  The  answer 
is  to  be  found  in  the  fact  that  the  purchasers  of  farm  land 
anticipated  a  continued  increase  in  the  rental  value  of  land. 
The  prospective  buyer  capitalized  not  only  the  present  rental 
value  of  the  land  but  also  the  anticipated  future  increase  in 
the  rental  value.  The  prospective  purchaser  of  land  was  there¬ 
fore  willing  to  pay  a  price  for  the  land  greater  than  was  war¬ 
ranted  by  the  prevailing  rental  value.  And  it  must  be  noted 
that  a  relatively  small  annual  increase  in  the  rental  value 
accumulates  very  rapidly.  Thus,  if  the  present  rental  value 
of  a  piece  of  land  is  $1000  and  the  anticipated  annual  increase 
in  the  rental  value  is  $50,  in  twenty  years  the  rental  value  will 
be  doubled.  Now,  if  we  assume  a  constant  rate  of  interest  a 
$50  annual  increase  in  the  rental  value  if  anticipated  indef¬ 
initely  will  make  the  land,  now  yielding  $1000  rent,  worth 
exactly  twice  as  much  as  if  there  were  no  expectation  of  any 
increase  at  all.  Anyone  who  will  take  the  trouble  of  discount¬ 
ing  the  anticipated  future  incomes  in  the  two  cases  can  easily 
prove  this  to  be  the  case. 

Thus  from  1900  to  1910  the  capitalized  value  of  land  in¬ 
creased  more  than  the  rental  value  because  of  the  anticipated 
future  increases  in  rental  value;  the  rental  value  increased 
more  than  the  prices  of  farm  products  because  of  the  fact  that 

1  The  increase  in  cash  rents  was  considerably  less  than  the  increase  in  the  eco¬ 
nomic  rent  assumed  above.  Compare  C.  R.  Chambers’s  Relation  of  Land  Income  to 
Land  Value. 
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expenses  did  not  keep  pace  with  the  selling  price  of  the  prod¬ 
ucts  ;  and  the  prices  of  farm  products  increased  more  than  the 
prices  of  other  commodities,  because  of  the  law  of  diminishing 
returns.  Here,  then,  we  find  the  set  of  interrelated  forces 
which  produced  the  enormous  increase  in  the  value  of  land 
from  1900  to  1910.  Much  the  same  set  of  forces  was  operative 
from  1910  to  1920.  In  the  latter  period,  however,  land  values 
for  the  country  as  a  whole  did  not  keep  pace  with  the  general 
rise  in  prices,  though  in  some  states  they  did.  This  means  that 
the  full  increase  in  rental  value  was  not  capitalized,  since  it 
was  not  to  be  expected  that  the  great  rise  in  the  rental  value 
of  land  during  the  war  period  could  be  counted  on  to  be  per¬ 
manent.  Nevertheless  people  relied  on  the  permanence  of  this 
increase  to  a  far  greater  extent  than  was  justified,  as  they 
learned  to  their  sorrow  when  the  drop  in  farm  product  prices 
came  in  the  latter  half  of  1920.  As  our  curves  show,  the  fall 
in  wholesale  prices  of  farm  products  was  far  greater  in  1921 
than  the  price  decline  of  other  commodities.  The  prices  re¬ 
ceived  by  farmers  at  the  farm  fell  still  more  in  proportion. 
These  facts,  together  with  the  continuance  of  high  taxes, 
caused  a  severe  shrinkage  of  the  rental  values  of  farm  land, 
in  many  cases  reducing  it  to  absolutely  nothing.  There  natu¬ 
rally  followed  a  heavy  reduction  in  land  values. 

It  is  clear  from  this  discussion  that  one  of  the  important 
factors  affecting  the  value  of  land  is  the  movement  of  the 
prices  of  farm  products  in  comparison  with  the  general  price 
level ;  in  other  words,  the  trend  of  the  purchasing  power  of 
farm  products.  The  movements  of  the  purchasing  power  of 
farm  products  during  the  last  century  will  be  of  interest  in 
this  connection.1 

Table  XVIII  shows  the  purchasing  of  farm  products  (that 
is,  the  prices  of  farm  products  in  terms  of  the  general  prices) 
by  decades  from  1790  to  1923.  Except  for  the  decades  1820- 
1829,  1860-1869,  and  the  present  decade,  the  movement  has 

i  See  Alvin  H.  Hansen’s  article  "The  Effect  of  Price  Fluctuations  on  Agricul¬ 
ture,”  in  the  Journal  of  Political  Economy,  April,  1925. 
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been  steadily  upward.  This  rise  in  the  purchasing  power  of 
farm  products  is  remarkable  and,  indeed,  somewhat  surprising 
in  view  of  the  fact  that  the  nineteenth  century  witnessed  a  phe¬ 
nomenal  development  of  agriculture  both  extensive  and  inten¬ 
sive.  In  this  century  the  railroads  opened  up  enormous  tracts  of 
virgin  land.  But  manufacturing  developed  even  more  rapidly 
than  agriculture.  The  factory  system  and  large-scale  produc¬ 
tion  matched  the  flood  of  farm  products  with  a  still  greater  out¬ 
pouring  of  manufactured  goods.  So  far  as  the  United  States 
is  concerned,  agricultural  production  probably  outran  the  in¬ 
dustrial  production  up  to  about  1890,  but  when  we  consider  the 
world  market  it  is  clear  that  manufacturing  production  outran 
agricultural  production.  After  1890  agricultural  production 
slackened,  whereas  manufacturing  developed  apace ;  conse¬ 
quently  the  purchasing  power  of  farm  products  rose  sharply. 

Table  XVIII 


Purchasing  Power 

Purchasing  Power 

Decade 

of  Farm  Products, 

Decade 

of  Farm  Products, 

Weighted  Index 

Weighted  Index 

(1913=100) 

(1913=100) 

1790-1799  .  . 

. 48 

1860-1869.  . 

. 78 

1800-1809  .  . 

. 51 

1870-1879.  . 

. 79 

1810-1819  .  . 

. 55 

1880-1889.  . 

. 84 

1820-1829  .  . 

. 51 

1890-1899.  . 

. 88 

1830-1839  .  . 

. 62 

1900-1909.  . 

. 93 

1840-1849  .  . 

. 63 

1910-1919.  . 

. 104 

1850-1859  .  . 

. 82 

1920-1923.  . 

. 90 

For  an  illustration  of  these  movements,  compare  the  prices 
of  cloth  and  clothing  during  the  last  century  with  the  prices 
of  farm  products.  As  Table  XIX  shows,  clothing  was  very 
expensive  in  the  early  part  of  the  century  and  farm  products 
were  relatively  cheap.  As  the  century  progressed,  clothing  fell 
in  price  in  relation  to  farm  products,  because  of  the  technical 
progress  in  the  textile  and  clothing  industry. 

But  the  fluctuation  in  the  purchasing  power  of  farm  prod¬ 
ucts  is  not  the  only  factor  affecting  the  farmer’s  real  income. 
The  farmer  is  a  property-owner  and,  as  such,  the  fluctuations 
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Table  XIX 


Decade 

Weighted  Index 
of  the  Price  of 
Farm  Products 

Weighted  Index 
of  the  Price  of 
Cloth  and  Clothing 

1820-1829  . 

53 

171 

1830-1839  . . 

67 

161 

1840-1849  . 

59 

124 

1850-1859  . 

77 

122 

1860-1869  . . 

107 

197 

1870-1879  . 

87 

135 

1880-1889  . 

74 

104 

1890-1899  . 

65 

83 

1900-1909  . 

81 

91 

1913 . 

100 

100 

in  the  value  of  money  may  make  or  break  him. 

At  the  present 

time,  for  example,  it  is  not  the  decline  in  the  purchasing  power 
of  farmers’  incomes  that  is  responsible  for  the  foreclosure  sales 
and  bankruptcies  :  it  is  the  high  price  paid  for  land  at  the  peak 
of  the  recent  price  movement.  Or,  to  put  it  in  another  way,  the 
seat  of  the  trouble  is  the  fact  that  the  farmers’  money  income 
(not  purchasing-power  income)  has  not  maintained  its  1919 
level,  upon  which  expectancy  the  land  was  bought  and  mort¬ 
gaged.  Even  though  the  purchasing-power  income  was  as 
great  as  in  1919,  the  farmers’  difficulty  would  be  nearly  as 
great  in  many  cases  as  it  is  today.  Overvaluation  of  land  in 
view  of  the  existing  money  incomes  is  the  great  evil. 

From  1865  to  1895  the  trend  of  the  purchasing  power  of  farm 
products  was  slightly  upward,  but  the  money  value  of  farm 
products  was  falling  greatly.  The  real  income  of  the  farmers 
was  not  falling  in  this  period.  Yet  it  was  a  period  of  "hard 
times”  for  farmers.  As  property-owners  they  were  being  sub¬ 
jected  to  a  constant  process  of  confiscation,  accomplished 
through  the  constant  fall  in  prices. 

The  ambition  of  practically  every  American  gainfully  em¬ 
ployed  in  agriculture  is  to  become  a  landowner,  and  farmers 
who  are  already  landowners  naturally  put  their  savings  into 
the  only  kind  of  investment  they  know  anything  about  — 
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namely,  land.  Rarely  is  the  purchaser  of  land  able  to  ad¬ 
vance  the  entire  purchase  price;  mortgage  indebtedness  is 
therefore  the  usual  lot  of  farm-owners.  Let  us  suppose  that 
a  farmer  bought  a  piece  of  land  for  $20,000  in  1867  and  that 
he  mortgaged  it  for  $10,000.  By  1878  the  prices  of  farm  prod¬ 
ucts  had  fallen  to  just  half  the  1867  level.  Then  there  was  a 
considerable  rise  in  the  early  eighties,  followed  by  a  decline 
to  still  lower  levels  in  the  late  eighties  and  nineties.  The 
trouble  was  not  with  the  purchasing  power  of  the  farmer’s 
money  income  but  with  the  number  of  dollars  in  his  income. 
The  number  of  dollars  had  severely  declined.  His  fewer  dollars 
would  buy  just  as  much  in  current  goods,  but  unfortunately 
the  mortgage  did  not  shrink  along  with  other  prices.  He 
received  fewer  dollars  for  his  products  and  paid  fewer  dollars 
for  his  clothes,  horses,  machinery,  lumber,  etc.,  but  he  still  had 
to  pay  the  same  number  of  dollars  on  his  mortgage.  If  the 
farmer  had  not  been  in  debt  his  real  income  would  have  been 
as  favorable  as  in  any  previous  period.  Certainly  the  purchas¬ 
ing  power  of  his  products  averaged  as  high  as  ever  before, 
with  the  single  exception  of  the  prosperous  decade  of  the 
fifties.  But  being  compelled  to  pay  interest  on  the  mortgage, 
which  refused  to  shrink  along  with  other  money  values,  his 
real  net  income  was  in  fact  constantly  being  reduced,  with 
the  decline  in  the  size  of  his  money  income.  IVIoreover,  this 
decline  in  prices  brought  with  it,  as  has  been  shown,  a  decline 
in  the  price  of  land  per  acre.  The  farm-owner’s  equity  was 
being  squeezed  out.  A  50  per  cent  fall  in  the  price  of  land 
would  confiscate  all  the  property  of  a  farmer  who  had  paid 
cash  on  half  the  purchase  price  of  his  land. 

Nor  is  a  period  of  rising  prices  altogether  an  unmixed  bless¬ 
ing  to  the  farming  population.  True,  in  such  periods  the 
mortgages  dwindle  away  relative  to  the  rising  money  in¬ 
comes,  but  here  again  the  evil  of  overvaluation  appears. 
In  such  periods  land  is  valued  not  on  the  basis  of  its  present 
income  but  on  the  expectation  that  its  rental  value  will  con¬ 
tinue  to  rise.  In  the  period  before  the  World  War  land  was 
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frequently  purchased  for  twice  the  value  warranted  by  the 
current  rental  value.  Thus  while  prospective  purchasers  — 
renters  who  were  struggling  to  climb  up  into  the  landowning 
class  —  could  hope  that  their  money  incomes  would  increase 
with  the  rise  in  prices,  the  advantage  of  this  was  already  dis¬ 
counted  in  the  excessive  price  paid  for  the  land  at  the  outset. 
It  was  therefore  the  rising  price  level  from  1897  to  1920  that 
caused  the  overvaluation  of  land  under  which  farmers  now 
suffer.  When  the  anticipated  increase  in  farm-product  prices 
failed  or,  worse  yet,  was  converted  into  a  precipitate  decline 
such  as  1920-1922  witnessed,  the  farmer  was  left  stranded 
high  and  dry  with  his  highly  capitalized  land. 

Even  though  the  general  price  level  were  stabilized,  the 
prices  of  farm  products  might  still  rise  because  of  increasing 
population  pressing  on  a  limited  land  supply.  The  expectancy 
caused  by  this  increase  might  no  doubt  result  in  overcapitali¬ 
zation  of  land  from  the  standpoint  of  present  earning  power, 
but  such  an  expectancy  would  at  any  rate  be  far  more  firmly 
grounded  than  expectancies  based  in  large  part  on  such  arbi¬ 
trary  upheavals  in  the  general  price  level  as  we  have  experi¬ 
enced  for  one  hundred  and  thirty  years.  If  the  general  price 
level  were  stabilized  there  would  not  arise  such  violent  dis¬ 
crepancies  between  rental  value  and  capitalized  value  as  have 
harassed  farmers  for  over  a  century. 

The  Business  Class ;  Profits.  The  statistical  data  with  refer¬ 
ence  to  business  profits  are  considerable  for  the  last  few  years, 
but  do  not  extend  back  very  far  in  point  of  time.  With  the 
exception  of  the  banks  and  the  railroads  there  are  no  data  of 
any  consequence  extending  over  any  considerable  period  of 
time.  We  have  the  index  numbers  of  the  prices  of  stocks  back 
to  1872.  Fig.  46  shows  the  relative  prices  of  industrial  common 
stocks  from  1872  to  1927,  together  with  the  movement  of 
wholesale  prices.1 

1  By  courtesy  of  Carl  Snyder,  Federal  Reserve  Bank,  New  York  City.  The 
figures  for  1872-1896  are  from  the  Commercial  and  Financial  Chronicle ;  for  1897- 
1927,  from  Dow-Jones  and  Company. 


564 


PRINCIPLES  OF  ECONOMICS 


The  wholesale-price  trend  falls  more  rapidly  from  1872  to 
1896  than  the  stock-market  trend.  Probably  money  profits 
declined  more  nearly  in  proportion  to  the  general  price  level ; 
but  interest  rates  were  also  falling,  and  hence  the  capitalized 
value  of  these  earnings  would  decline  less  rapidly  than  the 
money  earnings.  The  upward  trend  of  industrial  stock  prices 


Fig.  46 


from  1896  to  1924  corresponds  closely  to  the  upward  move¬ 
ment  of  wholesale  prices  for  the  same  period.  But  there  are 
certain  divergences  that  should  be  noted.  It  is  especially  note¬ 
worthy  that  industrial  stocks  advanced  85  per  cent  from  the 
low  point  in  1896  to  the  period  1905-1913,  whereas  wholesale 
prices  advanced  only  40  per  cent.  This  was  clearly  a  period  in 
which  huge  profits  were  being  made.  Business  profits  were 
outrunning  the  general  price  level  in  this  period,  in  part  be¬ 
cause  costs  (interest  charges,  wages,  etc.)  were  lagging  behind 
selling  prices.  The  advantage  of  these  lagging  costs  accrued  to 
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the  entrepreneurial  class.  Moreover,  this  was  a  period  of 
rapid  technical  progress,  and  the  first  effect  of  such  improve¬ 
ments  is  to  enhance  pure  profits.  Furthermore,  new  industries, 
such  as  the  electrical  industry,  the  street  railway,  the  telephone, 
the  automobile  industry,  the  motion-picture  industry,  etc.,  were 
developing.  New  industries,  which  prove  successful,  are  likely 
to  yield  high  rates  of  profit. 

At  the  time  of  the  World  War  the  stock  market  failed  to 
advance  as  rapidly  as  prices.  This  was  partly  owing  to  con¬ 
servatism  in  increasing  dividends  (see  Table  XX).  The  total 
average  annual  dividends  declared  during  the  period  from 
1916  to  1920  was  only  18  per  cent  in  excess  of  the  total  divi¬ 
dends  declared  in  1913.  As  a  result  of  this  low-dividend  rate 
huge  surpluses  were  built  up  by  the  larger  and  more  conserv¬ 
ative  companies.  These  surpluses  helped  the  better  firms 
to  weather  the  depression  of  1921.  Profits  declined  heavily 
in  1921  (see  Table  XXI) ;  yet  even  in  this  year  of  pronounced 
depression  the  New  York  Federal  Reserve  Bank  found  that 
less  than  one  third  of  nearly  a  hundred  large  manufacturing 
and  merchandising  corporations  showed  actual  losses. 

Table  XX.  Dividend  and  Interest  Payments  of  Corporations  in 
the  United  States,  in  Billions  of  Dollars  1 


Year 

Total  Dividend 
Payments 

Total  Dividend  and 
Interest  Payments 

1913 . 

0.84 

1.78 

1914 . 

0.82 

1.79 

1915 . 

0.79 

1.87 

1916 . 

0.93 

2.13 

1917 . 

1.08 

2.39 

1918 . 

1.02 

3.02 

1919 . 

0.96 

3.19 

1920  . 

0.96 

3.41 

1921 . 

0.92 

3.34 

1922  . 

0.93 

3.40 

1923  . 

0.96 

3.58 

1924  . 

1.01 

3.84 

1925  . 

1.07 

4.08 

1926  . 

1.12 

4.34 

Statistical  Abstract  of  the  United  States,  1926. 
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Table  XXI.  Net  Incomes  of  Corporations  in  the  United  States, 
in  Billions  of  Dollars  1 


Year 

Total  Net  Incomes  of  All 
Corporations  reporting 
Net  Profits 

Total  Deficits  of  All 
Corporations  reporting 
Net  Losses 

1916 . 

8.8 

0.7 

1917 . 

10.7 

0.6 

1918 . 

8.4 

0.7 

1919 . 

9.4 

1.0 

1920  . 

7.9 

2.0 

1921 . 

4.3 

3.9 

1922  . 

7.0 

2.2 

1923  . 

8.3 

2.0 

1924  . 

7.6 

2.2 

Since  1923  large  profits  have  been  made  despite  the  high 
wages  paid.  The  indication  is  that  the  productivity  per  em¬ 
ployee  has  greatly  increased.  This  has  been  accomplished 
largely  through  the  introduction  of  more  and  better  machinery 
and  through  better  management.  Thus  from  1923  to  1927 
there  is  no  correlation  between  the  movements  of  stock  prices 
and  wholesale  prices.  During  these  years  there  was  a  phe¬ 
nomenal  advance  in  stock  prices,  whereas  wholesale  prices  re¬ 
mained  practically  stationary.  This  advance  in  the  stock 
market  is  to  be  explained  partly  by  the  rapid  introduction  of 
cost-reducing  improvements,  noted  above,  which  resulted  in  a 
great  increase  in  business  profits,  and  partly  by  the  large 
volume  of  funds  available  for  investment  and  speculation. 
These  funds  came  in  part  from  the  large  profits  which  were 
distributed  to  stockholders  and  in  part  from  the  abundant 
supply  of  bank  credit  which,  with  our  huge  gold  reserves,  our 
banking  system  was  easily  able  to  provide.  The  abundance  of 
funds  available  for  investment  and  speculation  progressively 
lowered  the  rate  of  interest.2  With  rising  profits  and  a  declining 
rate  of  interest,  the  prices  of  stocks  inevitably  rose  rapidly. 
A  considerable  part  of  the  recent  increase  in  the  value  of  in- 

1  Statistical  Abstract  of  the  United  States,  1926. 

2  With  the  rapid  increase  in  incomes  we  should  expect  a  reduction  in  the  mar¬ 
ginal  cost  of  saving. 
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dustrial  shares  is  thus  the  result  of  high  profits  capitalized  at 
a  lower  rate  of  interest.  A  part  is  probably  due  to  unwise 
speculation. 

Table  XXII  shows  the  pre-war  earnings  of  10,120  corpora¬ 
tions.  It  will  be  noted  that  over  20  per  cent  earned  less  than 
8  per  cent  on  invested  capital  (these  were  marginal  firms  mak¬ 
ing  no  pure  profits  whatever),  that  25  per  cent  earned  from 
8  to  12  per  cent,  and  that  30  per  cent  earned  from  12  to  20  per 
cent.  The  big  bulk  of  these  corporations  therefore  earned 
from  8  to  20  per  cent.  If  the  12  to  20  per  cent  group  were 
divided  into  two  groups,  one  ranging  from  12  to  16  per  cent 
and  the  other  from  16  to  20  per  cent,  making  them  strictly 
comparable  to  the  8  to  12  group,  it  would  probably  appear 
that  the  modal  group  is  the  8  to  12  group.  A  little  over  25  per 
cent  earned  more  than  20  per  cent. 


Table  XXII.  Average  Net  Income  of  10,020  Corporations  for  the 
Three  Years  1911-1913  1 


Ratio  of 

Net  Income  to 
Invested  Capital 
(Per  Cent) 

Number  of  Corporations 

Net  Income 

Actual 

Per  Cent 
of  Total 

Actual 

(in  Thousands) 

Per  Cent 
of  Total 

Under  6 . 

1,368 

13.7 

$19,011 

3.4 

6  to  8 . 

737 

7.4 

26,770 

4.8 

8  to  12  . 

2,415 

24.1 

168,246 

30.5 

12  to  20 . 

2,929 

29.3 

163,091 

29.5 

20  to  30 . 

1,366 

13.6 

93,004 

16.8 

30  to  40 . 

553 

5.5 

35,430 

6.4 

40  to  50 . 

233 

2.3 

17,817 

3.2 

50  to  75 . 

259 

2.6 

16,656 

3.0 

75  to  100 . 

75 

0.7 

7,606 

1.4 

Over  100 . 

85 

0.8 

4,719 

0.9 

Total . 

10,020 

100.0 

$552,350 

99.9 

But  all  corporations  do  not  earn  a  net  profit.  An  index  of 
business  losses  may  be  found  in  the  record  of  business  failures. 
Table  XXIII  shows  the  percentage  of  business  firms  failing 
and  the  total  liabilities  of  business  failures  from  1880  to  1927. 
Table  XXIV  gives  the  percentage  of  corporations  reporting 

1  David  Friday,  Profits,  Wages,  and  Prices,  p.  41. 
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Table  XXIII.  Business  Failures  in  the  United  States, 

by  Decades  1 


Decade 

Percentage  of  Business 
Concerns  failing  Annually 

Total  Liabilities 
of  Business  Failures 
Annually  (in  Millions) 

1880-1889  . 

0.96 

$132 

1890-1899  . 

1.10 

178 

1900-1909  . 

0.90 

146 

1910-1919  . 

0.88 

218 

1920-1927  . 

0.95 

497 

Table  XXIV.  Percentage  of  Corporations  in  the  United  States 
Reporting  Net  Profits  and  Deficits  2 


Year 

Percentage  reporting 
Net  Profits 

Percentage  reporting 
Net  Deficits 

1916 . 

60.7 

39.3 

1917 . 

66.0 

34.0 

1918 . 

63.6 

36.4 

1919 . 

65.5 

34.5 

1920  . 

58.8 

41.2 

1921 . 

48.0 

52.0 

1922  . 

55.5 

44.5 

1923  . 

58.5 

41.5 

1924  . 

56.6 

43.4 

net  profits  and  also  of  those  reporting  deficits  from  1916  to 
1924.  Of  the  236,000  corporations  reporting  a  net  income  in 
1924,  76  per  cent  earned  less  than  $10,000,  20  per  cent  be¬ 
tween  $10,000  and  $100,000,  and  only  4  per  cent  over  $100,000. 
This  latter  group,  however,  earned  over  75  per  cent  of  the 
total  net  income  reported  by  all  these  corporations. 

The  Investing  Class;  Interest  Rates.  We  next  turn  to  the 
movement  of  interest  rates.  Interest  rates  on  long-time  in¬ 
vestments  are  best  shown  by  the  yield  of  high-grade  bonds. 
The  bond  yields  on  ten  high-grade  railroad  bonds,  reduced 
to  index  numbers,  are  shown  in  Fig.  47.* 1 2 3 

1  Statistical  Abstract  of  the  United  States,  1926. 

2  Ibid. 

3  By  courtesy  of  the  Harvard  Economic  Society ;  see  Review  of  Economic 
Statistics,  1919  and  1923. 
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It  will  be  noted  that  three  long-run  trends  of  interest  rates 
from  1890  to  1927  are  evident  from  this  chart.  From  1890  to 
1901  the  trend  was  downward,  from  1901  to  1920  it  was  up¬ 
ward,  and  from  1920  to  1927  it  was  downward.  To  some  extent 
the  trends  correspond  to  the  movement  of  the  wholesale-price 
level.  Prices,  however,  reached  bottom  in  1897,  whereas  inter¬ 
est  rates  reached  bottom  in  1901,  four  years  later.  Moreover, 
the  interest  rate  increased  only  about  41  per  cent  from  1901 
to  1920  while  wholesale 
prices  increased  186  per 
cent,  or  over  four  times 
as  much.  Finally,  atten¬ 
tion  should  be  called 
to  the  fact  that  by 
1927  the  interest  rate 
had  fallen  nearly  to  the 
pre-war  level,  whereas 
prices  had  been  sub¬ 
stantially  stabilized  at 
50  per  cent  above  the 
pre-war  level.  This  il¬ 
lustrates  the  fact  that 


the  rate,  of.  interest  is  Fig  47 

not  affected  by  the  level 

of  prices.  While  prices  were  rising,  interest  rates  also  rose; 
with  the  fall  in  prices  in  1921,  interest  rates  also  fell.  But  when 
prices  became  stabilized  after  1922,  interest  rates  continued  to 
fall  until  they  approached  the  pre-war  normal.  This  accords 
with  the  theory  of  interest  explained  in  Chapter  XXVII. 
Interest  rates  are  temporarily  affected  by  monetary  factors, 
but  in  the  long  run  they  are  controlled  by  time-preference 
and  by  the  productivity  of  capital. 

Our  peculiar  banking  situation  since  1914  accounts  in  part 
for  the  great  lag  of  interest  rates  behind  prices  from  1914  to 
1920  and  also  for  the  rapid  decline  of  interest  rates  from  1920 
to  1927.  The  establishment  of  the  Federal  Reserve  system 
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increased  our  banking  efficiency,  making  possible  a  larger  ex¬ 
pansion  of  bank  credit  on  a  given  reserve  of  gold.  Moreover, 
during  the  war  period  the  large  gold  imports  greatly  increased 
the  volume  of  gold  reserves,  and  this  tended  to  retard  the 
advance  of  interest  rates.  Similarly,  in  the  post-war  period  our 
enormous  gold  supply  has  produced  a  favorable  credit  situation 
which  has  contributed  to  the  recent  fall  in  the  rate  of  interest. 

We  have  noted  that  while  the  rate  of  interest  is  wholly 
independent  of  the  level  of  prices,  nevertheless  with  a  rise  in 

i prices  interest  rates  tend  also  to  rise ;  likewise  interest  rates 
tend  to  fall  with  a  fall  in  prices.  This  general  relationship  is 
not  difficult  to  explain.  A  falling-price  period  is  favorable  to 
fixed  investors.  The  stipulated  return  on  the  bond  or  mort¬ 
gage  remains  fixed  as  to  the  number  of  dollars  received  at  the 
same  time  that  each  dollar  received  is  increasing  in  value. 
During  such  periods  a  stockholder  is  likely  to  receive  fewer 
and  fewer  dollars,  since  the  money  income  of  business  concerns 
will  tend  to  fall  in  declining-price  periods.  Landowners  find 
the  money  rents  from  their  land  rapidly  declining.  Invest¬ 
ments  therefore  tend  to  be  transferred  from  stocks  and  land 
to  the  bond  market.  Hence  bonds  are  bid  up  in  price,  and 
^s  a  result  the  yield  declines. 

Conversely,  with  rising  prices,  a  bondholder  is  the  loser. 
On  the  other  hand,  the  earnings  on  stocks,  as  we  have  seen, 
increase  greatly  in  such  periods,  as  do  also  the  rents  from  land. 
Many  bondholders  readily  perceive  that  it  is  more  advanta¬ 
geous  to  be  a  stockholder  or  a  landowner  in  periods  of  rising 
prices.  The  tendency  is  to  sell  the  bonds  and  transfer  the 
investment  to  stocks  or  real  estate.  Bond  prices  therefore 
fall  in  value  and,  conversely,  the  bond  yields  rise. 

It  is  easy,  however,  to  exaggerate  the  gain  or  loss  enjoyed  or 
suffered  by  the  investor  class  because  of  price  fluctuations. 
Let  us  take  an  extreme  illustration.  Suppose  a  man  lends 
$1000  for  a  year  at  5  per  cent.  In  a  year  from  now  he  will  get 
back  $1050.  If  no  change  occurs  in  the  price  level  in  the  mean¬ 
time,  the  lender  will  receive  back  5  per  cent  more  purchasing 
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power  than  he  lent.  This  constitutes  his  interest.  Suppose, 
however,  that  prices  double  during  the  course  of  the  year.  It 
now  requires  $2000  to  equal  the  purchasing  power  of  $1000 
before  the  rise.  To  receive  back  a  purchasing  power  over  goods 
and  commodities  equivalent  to  the  $1050,  on  the  basis  of  the 
old  price  level,  the  lender  will  now  have  to  get  $2100.  In  other 
words,  the  interest  rate  will  have  to  be  110  per  cent  in  order  to 
yield  a  five  per  cent  return  on  the  real  purchasing  power  lent. 
However,  the  investor  group  as  a  class  does  not  apply  the 
principal  to  the  purchase  of  goods  and  commodities,  but  rather 
reinvests  it  in  other  loans  —  bonds  and  mortgages.  Now  while 
commodity  prices  rise  interest  rates  also  rise,  and  so  bond 
prices  fall.  Hence  in  periods  of  rising  prices  the  purchasing 
power  of  the  investor’s  principal  is  not  falling  but  rising. 

Let  us  suppose  that  the  interest  rate  doubles  along  with 
prices.  The  interest  rate  will  then  rise  until  at  the  close  of  the 
year,  during  which  prices  doubled,  the  interest  rate  will  be 
10  per  cent.  As  a  result  of  this,  perpetual  bonds  (that  is,  bonds 
that  have  no  date  of  maturity)  paying  a  stipulated  5  per  cent 
rate  will  fall  to  approximately  half  their  previous  price,  say 
from  $1000  to  $500.  Now  let  us  see  what  will  be  the  situation 
with  our  investor  who  has  made  a  $1000  loan  for  one  year  at 
10  per  cent  on  the  assumption  that  the  price  level  would  rise 
100  per  cent  during  the  year.  He  will  get  back  $1100.  The 
$100  is  his  income  from  the  investment  and  the  $1000  is  his 
principal.  Our  investor  has  obviously  suffered  no  loss  in  real 
income,  since  his  $100  interest  will  now  (prices  having  doubled) 
buy  as  much  as  his  former  $50  annual  interest  would  purchase. 
Nor  has  he  suffered  any  loss  as  a  property-holder.  He  can 
take  his  $1000  and  buy  two  one-thousand-dollar  bonds  (par 
value),  each  paying  5  per  cent  interest.  The  market  value  of 
these  two  bonds,  to  be  sure,  is  only  about  $500  each,1  because 
5  per  cent  bonds  with  no  maturity  date  will  be  worth  only 
about  half  as  much  as  10  per  cent  bonds  currently  floated. 

1  This  illustration  probably  exaggerates  the  decline  of  perpetual  bonds  since  it  is 
likely  that  a  future  decline  in  the  interest  rate  will  be  forecast. 
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It  may  appear  from  this  argument  that  the  investor  class 
would  neither  gain  nor  lose  if  the  interest  rates  received  by 
them  did  indeed  rise  and  fall  in  proportion  to  the  rise  and  fall 
of  prices.  But,  as  a  matter  of  fact,  such  is  not  the  case.  The 
owner  of  a  bond  or  mortgage  receives  a  fixed  money  return 
even  though  the  current  interest  rate  may  be  changing.  If 
the  investor  holds  a  bond  or  mortgage  with  a  distant  maturity, 
there  is  no  possible  way  in  which  he  can  increase  his  money 
income  even  though  interest  rates  are  rising  as  rapidly  as 
prices.  So  long  as  he  holds  his  bond  or  mortgage  he  receives, 
of  course,  only  the  former  stipulated  rate.  If,  on  the  other 
hand,  he  sells  it  in  order  to  invest  his  money  in  a  bond  that 
yields  a  higher  current  rate,  he  finds  that  he  loses  on  the  prin¬ 
cipal  in  the  same  proportion  as  he  gains  on  the  stipulated  rate 
of  interest  received.  As  a  result,  his  money  income  is  no  higher. 
If,  for  example,  he  is  getting  4  per  cent  and  the  current  rate  is 
5  per  cent,  his  bond,  formerly  worth  $100  when  capitalized  at 
4  per  cent,  is  now  worth  only  $80  when  capitalized  at  5  per 
cent.  Eighty  dollars  invested  at  5  per  cent  will  yield  no  higher 
return  than  $100  invested  at  4  per  cent. 

Only  in  the  event  that  the  bond  or  mortgage  matures  can  the 
investor  take  advantage  of  the  higher  current-interest  rate. 
If  he  holds  it  until  maturity  he  will  get  back  his  principal, 
which  may  be  reinvested  at  the  higher  current  rate. 

We  may,  then,  lay  down  this  general  principle :  investors, 
since  their  income  is  fixed  during  the  life  of  the  loan,  suffer  in 
rising-price  periods  a  loss  in  real  income  directly  proportional 
to  the  fall  in  the  purchasing  power  of  their  incomes.  In  so  far, 
however,  as  the  current  rate  of  interest  has  risen  proportion¬ 
ally  with  prices,  the  investor  is  able  to  recover  his  former  pur¬ 
chasing-power  status  every  time  his  loan  matures.  In  point  of 
fact  it  is,  of  course,  not  necessary  for  him  to  wait  until  ma¬ 
turity  to  recover  his  purchasing-power  status,  since  the  value 
of  a  maturing  bond  depends  in  part  on  the  date  of  maturity. 

This  situation  would,  however,  obtain  only  so  long  as  prices 
and  interest  rates  continued  to  rise  in  equal  proportions. 
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Should  the  price  level  become  stabilized  at  the  higher  level, 
interest  rates  would  again  fall  to  the  normal  level  established 
by  the  demand  for  and  the  supply  of  capital.  But  the  in¬ 
vestor  whose  bond  matures  at  this  juncture  finds  that  he  is 
compelled  to  reinvest  his  principal  at  the  lower  rate  of  interest 
in  spite  of  the  fact  that  prices  remain  at  their  former  high 
level.  His  real  income  is  thus  seriously  reduced.  Moreover, 
even  while  prices  are  in  process  of  rising  the  rate  of  interest 
does  not  rise  proportionally  with  prices.  Thus  bondholders 
usually  lose  heavily  in  rising-price  periods  and  make  large 
gains  in  falling-price  periods. 

Other  Factors  affecting  the  Rate  of  Interest.  There  are,  how¬ 
ever,  other  factors  that  affect  the  fluctuations  in  the  rate  of 
interest  besides  the  depreciation  of  money  and  the  fluctuation 
in  prices.  The  high  rates  of  contract  interest  that  obtained 
before  1880  can  be  accounted  for  partly  by  the  greater  risk 
that  industry  faced  in  a  new  country  with  an  unstable,  fluc¬ 
tuating,  and  speculative  market.  Moreover,  the  country  was 
undeveloped  and  the  demand  for  additional  capital,  particu¬ 
larly  for  buildings  and  railroads,  was  very  great.  The  com¬ 
bined  influence  of  the  fall  in  the  price  level,  the  stabilization 
of  the  market  as  population  and  business  became  more  settled, 
and  the  decline  in  the  great  drafts  made  upon  capital  by  rail¬ 
road  and  building  construction,  led  to  the  decline  in  the  rate 
of  interest  to  the  low  point  reached  at  the  close  of  the  nine¬ 
teenth  century.  Then  the  great  development  of  public  utilities, 
the  electrical  industry,  the  automobile  industry,  road-building, 
modern  houses  and  office  buildings,  and  finally  the  war,  greatly 
increased  the  demand  for  capital,  and  this,  together  with  the 
upward  movement  of  prices,  led  to  the  great  rise  in  the  rate 
of  interest  witnessed  during  the  first  quarter  of  the  twentieth 


century. 

Probably  building  construction,  including  houses,  factories, 
and  other  buildings,  absorbed  over  one  half  of  our  savings 
for  the  year  1924 ;  over  one  tenth  went  into  additional  auto¬ 
mobiles  and  trucks ;  about  one  fifth  went  into  new  railroad 
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equipment  and  such  public  utilities  as  electric  light  and 
power,  telegraph,  and  telephone;  about  one  fifteenth  went 
into  highway  construction  and  pavements;  and  about  one 
twentieth  into  foreign  investments.1 

Altogether  we  are  saving  about  one  sixth  of  our  national 
income,  or  approximately  from  twelve  to  fifteen  billion  dol¬ 
lars  a  year.  In  spite  of  this  large  volume  of  accumulation  the 
demand  for  capital  appears  to  be  so  great  that  it  is  not  likely 
that  the  interest  rate  will  soon  fall  to  the  low  level  reached  in 
the  nineties.  However,  there  is  always  the  possibility  that 
the  supply  of  capital  will  become  so  great  that  the  rate  of 
interest  will  fall  to  a  much  lower  level. 


STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 


1.  The  average  weekly  earnings  of  employees  in  New  York  State 
factories  in  March,  1928,  were : 

Male  shop  employees .  $34  29 

Female  shop  employees .  19  39 


2.  The  following  are  approximately  the  wage  scales  per  hour  paid 
in  Minneapolis  at  the  present  time : 


Common  laborers 
Carpenters  .  . 
Painters  .... 
Plasterers  .  .  . 
Bricklayers  .  . 
Plumbers  .  .  . 
Compositors  .  . 
Milk  Drivers  .  . 
Coal  Drivers  .  . 


$0.40 

1.00 

1.00 

1.37 

1.25 

1.12 

0.96 

0.73 

0.50 


3.  Wages  paid  in  manufacturing  constituted  the  following  per¬ 
centages  of  the  value  of  all  manufactured  products  in  the  years  given  • 

1909  .  1ce 

1914  16'6 

1919  : : ; : ; ; ;;;;;; . 

1923  .  . 

b .  17.1 


'See  The  New  Republic,  March  11,  1925. 
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What  bearing  do  these  facts  have  on  the  degree  to  which  the  present 
high  wages  encroach  on  profits?  Do  they  throw  any  light  on  the 
relative  efficiency  of  labor  in  these  periods  ? 

4.  The  total  wage  payments  made  in  New  York  State  factories 
reached  the  index  number  of  264  in  1920  compared  with  100  for  the 
pre-war  period.  Average  weekly  earnings,  however,  rose  only  to  222. 
In  1925  both  stood  at  the  figure  223.  How  can  these  movements  be 
explained?  Why  were  total  wage  payments  so  much  higher  in  1920 
than  average  weekly  earnings  ? 

5.  The  real  wages  of  clerical  and  lower-salaried  workers  are  ap¬ 
proximately  equal  to  the  pre-war  level,  whereas  the  real  wages  of 
manual  workers  are  from  25  to  30  per  cent  above  the  pre-war  base. 
How  do  you  explain  these  differences  ? 

6.  "The  secular  increase  in  population  would  seem  to  offer  every 
prospect  in  the  long  run  for  an  increase  in  economic  rent  and  in  the 
price  of  land.  If  and  when  this  occurs,  then  the  real  wages  of  city 
workers  must  be  lowered  unless  such  a  tendency  be  counter-balanced 
by  an  equivalent  or  more  than  equivalent  increase  in  the  productivity 
of  manufactures.”  —  Douglas.  Argue  for  or  against  the  proposition 
that  the  interests  of  urban  wage-earners  and  farmers  are  opposite. 

7.  "From  1920  to  1924  there  was  a  heavy  decline  in  the  member¬ 
ship  of  trade  unions.  In  this  very  period  there  was  a  rise  in  real 
wages.  It  is  therefore  evident  that  trade  unions  cannot  claim  any 
credit  for  the  gain  made.”  Do  you  agree?  Why,  or  why  not ? 

8.  The  National  Transportation  Institute  gives  the  following  figures 
on  the  relative  growth  in  number  of  persons  employed,  in  capital  in¬ 
vestment,  and  in  physical  output  from  1900  to  1920.  The  figures  are 
for  the  year  1920,  and  are  based  on  1900  as  100  per  cent. 


Industry 

Persons 

Engaged 

Capital 

Output 

Agriculture . 

104 

381 

138 

Manufacturing . 

208 

495 

228 

Mines . 

170 

302 

231 

Railroads . . 

199 

193 

292 

Rank  the  industries  according  to  (1)  increase  in  capital  invested  per 
employee ;  (2)  per  capita  gain  in  output.  Do  you  see  in  these  facts 
any  application  of  the  principles  of  distribution  ? 


CHAPTER  XXXI 


INEQUALITIES  OF  PROPERTY-OWNERSHIP 
AND  INCOME 

We  have  seen  in  the  preceding  chapter  that  the  economic 
condition  of  the  wage-earning  class  has  greatly  improved  dur¬ 
ing  the  last  century.  But  though  the  masses  are  rising  in  the 
economic  scale,  it  might  well  be  that  the  rich  are  gaining  still 
more.  Is  property-ownership  more  highly  concentrated  in  the 
hands  of  the  very  rich  now  than  formerly  ?  Is  the  middle  class 
being  wiped  out?  Do  the  poorer  classes  receive  as  large  a 
proportion  of  the  total  national  income  now  as  formerly? 
How  much  of  the  national  income  goes  to  the  very  rich? 
If  these  huge  incomes  were  distributed  to  other  classes,  how 
much  would  they  gain?  It  is  not  possible  to  answer  these 
questions  with  entire  satisfaction.  We  are,  however,  suffi¬ 
ciently  sure  of  some  of  the  facts  to  indicate  the  broad  general 
tendencies. 

Inequalities  in  the  ownership  of  property  are  in  some  meas¬ 
ure  connected  with  inequalities  in  income,  but  not  so  closely 
as  might  at  first  thought  be  supposed.  As  a  matter  of  fact, 
the  distribution  of  income  is  much  more  nearly  equal  than  the 
distribution  of  property.  There  are  many  professional  and 
salaried  persons  who  earn  large  incomes  but  who  own  little 
or  no  property.  Moreover,  a  large  part  of  the  national  income 
is  paid  to  wage-earners  who  own  relatively  little  property.  On 
the  other  hand  farmers,  for  example,  own  considerable  prop¬ 
erty  but  receive  relatively  small  incomes. 

The  distribution  of  income  is  important  from  the  standpoint 
of  consumption,  but  the  distribution  of  consumption  does  not 
necessarily  correlate  closely  with  the  distribution  of  income. 
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In  point  of  fact,  many  wealthy  persons  spend  only  a  small 
percentage  of  their  incomes  on  personal  consumption.  Who, 
then,  gets  the  benefit  from  these  incomes  ?  The  wealthy  per¬ 
sons  in  question  may  spend  their  surplus  incomes  on  objects 
for  public  consumption,  such  as  libraries ;  they  may  establish 
philanthropic  foundations;  or  they  may  invest  in  capital 
goods.  Persons^ with  large  incomes  are  therefore  in  a  position 
to  direct  the  currents  of  public  consumption  and  to  control 
production.  Inequalities  in  consumption,  of  course,  follow 
from  unequal  distribution  of  income ;  but  the  concentration 
of  control  that  goes  with  large  incomes  and  fortunes  is  prob¬ 
ably  of  even  greater  significance,  for  it  raises  grave  questions 
with  respect  to  democratic  institutions  and  social  control. 
Have  these  large  fortunes  and  surplus  incomes  directed  con¬ 
sumption  and  production  more  wisely  than  would  have  been 
possible  with  greater  democratic  control?  Does  a  man  like 
Henry  Ford  control  the  consumption  of  the  nation  to  the  ex¬ 
tent  that  he  controls  its  productive  processes?  Is  the  demo¬ 
cratic  control  of  income  and  consumption  more  important 
than  the  democratic  control  of  property  and  production?  Is 
it  likely  that  a  democracy  can  more  wisely  and  successfully 
socialize  its  income  than  its  property  ?  Can  it  achieve  genuine 
control  of  the  one  without  the  other,  or  are  they  connected  in 
such  a  manner  that  control  of  the  one  involves  control  of  the 
other  ? 

It  is  not  the  purpose  of  this  chapter  to  attempt  to  give  a 
complete  answer  to  these  questions.  We  propose,  rather,  to 
give  the  student  a  statistical  analysis  with  respect  to  the 
distribution  of  income  and  wealth,  leaving  him,  in  the  mam, 
to  deduce  such  conclusions  therefrom  as  he  can. 

Distribution  of  Wealth  in  Massachusetts.  Table  XXV  shows 
the  distribution  of  estates  among  men  over  twenty-five  years 
of  age  who  died  in  Massachusetts  in  the  three  periods  1829- 
1831,  1859-1861,  and  1889-1891.  We  have  compiled  this 
material  from  the  Twenty-fifth  Annual  Report  of  the  Massa¬ 
chusetts  Bureau  of  Labor  Statistics. 
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The  number  of  men  over  twenty-five  years  of  age  who  die 
in  any  one  year  greatly  exceeds  the  number  of  estates  pro¬ 
bated  in  any  one  year.  The  reason  for  this  divergence  is  that 
considerably  over  half  the  adult  males  who  die  have  little  or 
no  property  and  hence  there  is  no  estate  to  be  probated. 

Table  XXV.  Distribution  of  the  Probated  Estates  of  Males 
in  Massachusetts  1 


Period 

Estimated2 
Proportion 
of  Adult 
Males  who 

DIED  LEAVING 
No  Estate  to 
be  Probated 
(Per  Cent) 

Minimum  and 
Maximum 

Limits  of  Class 

Percentage 
of  Total 
Number  of 
Estates 
Probated 

Percentage 
of  Total 
Value  of 
Estates 
Probated 

Average 
Value  of 
All 

Estates 

Probated 

Under  $1,000 

47.5 

3.5 

$1,000  to  $5,000 

36.6 

20.2 

1829-1831 

52 

$5,000  to  $25,000 

13.6 

30.4 

$4,352 

$25,000  to  $100,000 

1.9 

22.7 

$100,000  and  over 

0.4 

23.2 

Under  $1,000 

31.7 

1.5 

$1,000  to  $5,000 

40.9 

11.3 

1859-1861 

55 

$5,000  to  $25,000 

21.6 

24.5 

8,985 

$25,000  to  $100,000 

4.3 

22.9 

$100,000  and  over 

1.5 

39.9 

Under  $1,000 

24.6 

0.8 

$1,000  to  $5,000 

40.9 

7.4 

1889-1891 

60 

$5,000  to  $25,000 

25.9 

20.6 

13,658 

$25,000  to  $100,000 

6.2 

22.1 

$100,000  and  over 

2.3 

49.1 

The  distribution  of  wealth  among  deceased  males  is,  of 
course,  not  an  absolutely  accurate  index  of  the  distribution  of 
wealth  among  the  living.  It  is  well  known  that  a  considerable 
amount  of  wealth  escapes  the  probate  courts.  Many  wealthy 
men  transfer  much  of  their  property  while  they  are  still  alive 
to  members  of  their  family  or  to  charitable,  educational,  and 
other  similar  institutions.  All  such  gifts,  transferred  during 

1  See  the  Twenty-fifth  Annual  Report  of  the  Massachusetts  Bureau  of  Labor 
Statistics. 

2  Estimated  from  United  States  census  data  on  population  and  mortality. 
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the  lifetime  of  the  donor  and  therefore  not  included  in  his 
will,  escape  the  probate  courts.  Moreover,  life-insurance  pol¬ 
icies,  which  are  assigned  to  a  designated  beneficiary  and  not 
to  the  estate,  escape  the  probate  records.  Finally  a  consider¬ 
able  amount  of  property  is  held  by  joint  title  of  husband  and 
wife,  and  such  property  passes  to  the  surviving  party,  with¬ 
out  any  action  in  probate  court.  Attention  should  also  be 
called  to  the  fact  that  the  age  distribution  of  living  adults  is, 
of  course,  very  different  from  the  age  distribution  of  those 
who  die  in  any  given  year.  The  proportion  of  young  men 
would  be  much  greater  among  those  living.  As  a  rule,  men 
accumulate  more  property  as  they  grow  older.  The  propor¬ 
tion  of  men  owning  property  of  over  $100,000  would  probably 
be  less  among  those  living  than  among  those  who  die  in  any 
given  year.  The  average  age  of  deceased  males  is  greater  than 
the  average  age  of  those  living,  and  it  is  likely  that  the  in¬ 
equality  in  the  ownership  of  wealth  is  greater  in  a  given  pop¬ 
ulation  with  the  average  age  of  sixty  years  than  in  one  in 
which  the  average  age  is  only  thirty  years. 

In  1890  about  60  per  cent  of  the  men  over  twenty-five  years 
of  age  who  died  in  Massachusetts  left  no  estate  to  be  pro¬ 
bated.  Of  those  whose  estates  were  probated,  about  25  per 
cent  left  less  than  $1000  worth  of  property,  about  40  per  cent 
left  between  $1000  and  $5000,  about  25  per  cent  left  between 
$5000  and  $25,000,  and  less  than  10  per  cent  left  over  $25,000. 

These  figures  are  likely  to  give  an  erroneous  impression  to 
the  present  generation,  because  the  purchasing  power  of  a  dol¬ 
lar  is  today  only  about  50  per  cent  of  its  purchasing  power  in 
1890.  A  thousand  dollars’  worth  of  property  today  means  no 
more  than  five  hundred  dollars’  worth  of  property  in  1890. 
The  three  periods  given  in  the  table  are,  however,  substantially 
comparable,  since  the  purchasing  power  of  money  was  not 
widely  different  in  these  periods. 

Certain  broad  conclusions  can  be  drawn  from  the  figures 
presented  in  the  table.  In  the  first  place,  it  should  be  noted 
that  in  the  sixty-year  interval  from  1830  to  1890  the  propor- 
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tion  of  men  who  died  leaving  no  estate  to  be  probated  in¬ 
creased  from  52  per  cent  in  1830  to  60  per  cent  in  1890.  Thus 
there  was  no  indication  that  the  great  propertyless  masses  were 
becoming  property-owners.  Rather  the  tendency  appeared  to 
be  slightly  in  the  opposite  direction. 

On  the  other  hand,  if  we  center  our  attention  on  that  por¬ 
tion  of  the  male  population  who  were  owners  of  property  in  the 
three  respective  periods  1830,  1860,  and  1890  we  find  that  the 
average  property-owner  in  1860  owned  over  twice  as  much 
as  did  the  average  property-owner  in  1830  and  that  the  average 
property-owner  in  1890  owned  over  three  times  as  much  as 
did  the  average  property-owner  in  1830 ;  in  other  words, 
the  property-owners  in  1890  were  much  wealthier  than  the 
property-owners  one  or  two  generations  before. 

Now  how  was  the  wealth  distributed  among  the  different 
property-owners,  rich  and  poor?  We  are  excluding  entirely 
from  our  consideration  here  the  majority  who  owned  no 
property  whatever  except  a  few  personal  belongings  and  who 
therefore  had  no  estates  to  be  probated  ;  we  are  centering  our 
attention  upon  the  property-owners,  those  leaving  estates  to 
be  probated.  What  changes  took  place  in  the  relative  prop¬ 
erty  holdings  of  these  men  ?  Do  the  data  show  any  tendency 
toward  greater  concentration  of  wealth  in  the  hands  of  a  few, 
or  is  there  a  tendency  toward  greater  equality  of  holdings 
among  all  property-owners  ? 

In  the  first  place,  it  is  clear  from  Table  XXV  that  property- 
owners  were  progressively  moving  up  into  higher  valuation 
groups,  leaving  relatively  fewer  in  the  lowest  group  (those 
owning  property  worth  less  than  $1000).  In  1830  nearly 
half  the  property-owners  left  an  estate  valued  at  less  than 
$1000.  In  1890  less  than  one  fourth  left  estates  of  this  value. 
The  rest  had  moved  up  into  the  higher- valuation  groups.  The 
$1000-$5000  group  increased  slightly  proportionally,  but  the 
upper  groups  gained  the  most.  The  $5000-$25,000  group  was 
proportionally  nearly  twice  as  large  as  in  1830,  the  $25,000- 
$100,000  group  was  over  three  times  as  large,  and  the  "over 
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$100,000"  group  was  over  five  times  as  large.  This  does  not 
mean,  however,  that  property  was  passing  increasingly  into 
the  hands  of  a  few  rich.  What  had  actually  taken  place  was 
that  property-owners  all  along  the  line  had  become  wealthier. 

Table  XXVI.  Distribution  of  Total  Value  of  the  Probated 
Estates  of  Males  in  Massachusetts 


Property-Holding  Group,  Males 


Percentage  of  Total  Property  Probated 
WHICH  WAS  HELD  BY  EACH  GROUP 


1829-1831 

1859-1861 

1889-1891 

Richest  group,  constituting  1  per  cent 

34.5 

35 

of  estates  probated  . 

35 

Moderately  rich,  constituting  4  per 

26.5 

cent  of  estates  probated . 

22 

26.5 

Upper  middle  group,  constituting  15 

25) 

r-39 

21.0) 

23) 

per  cent  of  estates  probated  .  .  . 

Lower  middle  group,  constituting  30 

f  34.5 

,  34 

per  cent  of  estates  probated  .  .  . 

14  J 

13.5  J 

11 J 

Poorest  group,  constituting  50  per  cent 

4.5 

4.5 

of  estates  probated . 

4 

This  fact  is  brought  out  in  Table  XXVI.  In  this  table  we 
have  more  or  less  arbitrarily  divided  the  property-holders 
(deceased  males  with  probated  estates)  into  five  groups :  the 
richest  group  constituting  1  per  cent  of  those  leaving  estates, 
the  rich  constituting  4  per  cent,  the  upper  middle  group  15 
per  cent,  the  lower  middle  group  30  per  cent,  and  the  poorest 
property-owners  50  per  cent  of  the  total.  It  will  be  noted  from 
the  table  that  the  richest  1  per  cent  owned  35  per  cent  of  the 
property,  both  in  1890  and  in  1830.  There  is  no  evidence, 
therefore,  of  increasing  concentration  in  the  hands  of  a  few. 
At  the  other  extreme,  the  poorest  50  per  cent  owned  sub¬ 
stantially  the  same  proportion  of  the  total  wealth  in  1890  as 
in  1830.  On  the  other  hand,  the  moderately  rich  gained  rela¬ 
tively  at  the  expense  of  the  middle  groups.  The  rich  4  per  cent 
owned  26.5  per  cent  in  1890  as  against  22  per  cent  in  1830, 
whereas  the  middle  groups,  constituting  45  per  cent  of  the 
total,  owned  34  per  cent  in  1890  as  against  39  per  cent  in  1830. 
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The  reader  should  bear  clearly  in  mind  the  difference  be¬ 
tween  the  relative  and  the  absolute  position  of  these  property- 
owners.  From  the  absolute  standpoint  the  average  value  of 
the  property  left  by  members  of  each  of  the  classifications 
given  was  roughly  three  times  greater  in  1890  than  in  1830 ; 
but  the  gain  made  by  the  middle  groups  was  slightly  less  than 
that  made  on  the  average  by  all  property-owners  (the  rich 
gaining  slightly  more  than  the  average),  and  the  gain  made  by 
the  richest  and  poorest  groups  was  almost  exactly  equal  to 
that  made  on  the  average  by  all  property-owners.  The  general 
conclusion  is  that  the  distribution  of  wealth  among  property- 
owners  was  substantially  the  same  in  1890  as  in  1830.  On  the 
other  hand,  the  absolute  amount  of  property  held  by  each  group 
was  about  three  times  greater  in  the  later  period. 

These  conclusions  are  somewhat  modified  if  we  include  in 
our  data  the  estates  of  both  males  and  females.  The  data  are 
given  in  Tables  XXVII  and  XXVIII.  It  will  be  noted  that 
the  proportion  of  adults  of  both  sexes  who  died  leaving  no 
estate  to  be  probated  decreased  from  71  per  cent  in  1830  to 
65  per  cent  in  1890  in  Massachusetts,  and  57  per  cent  in  1913- 
1923  in  the  United  States  as  represented  by  twelve  widely 
scattered  states  and  the  District  of  Columbia.  It  will  be  re¬ 
membered,  on  the  other  hand,  that  the  proportion  of  adult 
males  who  died  leaving  no  estate  increased  from  52  per  cent  in 
1830  to  60  per  cent  in  1890.  Thus  while  the  proportion  of 
propertyless  males  was  increasing  slightly,  the  proportion  of 
propertyless  adults  of  both  sexes  was  decreasing.  Are  we  to 
conclude  that  there  were  therefore  fewer  propertyless  families 
in  1890  than  in  1830?  It  is  difficult  to  say.  It  is  clear  that 
there  was  a  markedly  growing  tendency  for  women  to  own 
property.  But  if  this  merely  means,  for  the  most  part,  that  in 
1890  the  estate  passed  to  the  widow,  was  held  by  her  for  a  few 
years,  and  was  then  passed  on  to  the  next  generation,  whereas 
in  1830  the  estate  passed  directly  to  the  sons,  such  a  situation 
would  not  indicate  any  increase  in  family  well-being.  If,  on 
the  other  hand,  an  increasing  proportion  of  women,  both 
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married  and  unmarried,  held  property  independently  of  their 
husbands  or  other  male  relatives,  it  is  clear  that  this  would 
imply  a  net  gain.  Probably  both  assumptions  are  true  in  part, 
and  hence  the  net  conclusion  would  seem  to  be  that  the  prop¬ 
ertyless  class  did  not  change  proportionally  to  any  considerable 
extent  either  up  or  down  during  the  period  in  question. 


Table  XXVII.  Distribution  of  Probated  Estates  of  Males 

and  Females 


Place 

and 

Period 

Estimated 
Proportion 
of  Adults  of 
Both  Sexes 
who  died 
leaving  No 
Estate  to  be 
Probated 
(Per  Cent) 

Minimum  and 
Maximum 

Limits  of  Class 

Percentage 
of  Total 
Number 
of  Estates 
Probated 

Percentage 
of  Total 
Value  of 
Estates 
Probated 

Average 
Value  of 
All 

Estates 

Probated 

Under  $1,000 

51.2 

4.2 

Massachu- 

$1,000  to  $5,000 

34.5 

20.9 

setts. 

71 

$5,000  to  $25,000 

12.2 

30.6 

$3,919 

1829-1831 

$25,000  to  $100,000 

1.8 

22.8 

$100,000  and  over 

0.3 

21.6 

Under  $1,000 

35.3 

2.0 

Massachu- 

$1,000  to  $5,000 

40.8 

25.0 

setts, 

68 

$5,000  to  $25,000 

18.8 

23.0 

7,694 

1859-1861 

$25,000  to  $100,000 

3.8 

37.3 

$100,000  and  over 

1.2 

12.8 

Under  $1,000 

27.1 

1.2 

Massachu- 

$1,000  to  $5,000 

42.4 

9.7 

setts, 

65 

$5,000  to  $25,000 

23.7 

23.7 

10,649 

1889-1891 

$25,000  to  $100,000 

5.1 

22.6 

$100,000  and  over 

1.7 

42.9 

Under  $1,000 

24.9 

0.8 

United 

$1,000  to  $5,000 

37.6 

6.4 

States, 

57 

$5,000  to  $25,000 

27.5 

19.4 

15,428 

1912-1923 1 

$25,000  to  $100,000 

7.7 

22.9 

$100,000  and  over 

2.2 

50.4 

Other  tendencies  are  substantially  the  same,  whether  we 
take  both  sexes  or  males  alone.  The  increase  in  the  average 
value  of  estates  does  not  appear  so  great  if  both  sexes  are  Con¬ 
i'  W.  I.  King,  Journal  oj  the  American  Statistical  Association  (June,  1927),  p.  145, 
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sidered.  The  upward-climbing  tendency  of  property-owners 
generally  is  apparent  in  substantially  the  same  manner  as 
already  discussed  with  reference  to  males.  Similarly,  the  pro¬ 
portion  of  the  wealth  held  by  the  rich  groups,  the  middle 
groups,  and  the  poorest  group  is  not  appreciably  modified  by 
the  inclusion  of  females.  The  tendencies  are  the  same  as  have 
already  been  indicated. 

Table  XXVIII.  Distribution  of  Total  Value  of  the  Probated  Estates 
of  Males  and  Females  in  Massachusetts  and  the  United  States 


Property-Holding  Groups, 
Males  and  Females 


Percentage  of  Total  Property  which  was  held  by 
Each  Group 


Massachusetts 


Massachusetts 


Massachusetts 


United  States 


(1829-1831) 


(1859-1861) 


(1889-1891) 


(1912-1923) 


Richest  group,  constitu¬ 
ting  1  per  cent  of  estates 

probated . 

Moderately  rich,  consti¬ 
tuting  4  per  cent  of 
estates  probated  .  .  . 
Upper  middle  group,  con¬ 
stituting  15  per  cent  of 
estates  probated  .  .  . 
Lower  middle  group,  con¬ 
stituting  30  per  cent  of 
estates  probated  .  .  . 
Poorest  group,  constitu¬ 
ting  50  per  cent  of  es¬ 
tates  probated  .... 


34.5 

22.5 


15  J 


4 


34.5 

25.5 

23  ' 

► 

12.5. 

4.5 


35.5 


35 


25.5 


22.5' 

12.5. 


35 


4.5 


37 

25 

22  ' 

*• 

11.5. 

4.5 


33.5 


Distribution  of  Wealth  in  Two  Minnesota  Counties.  Table 
XXIX  gives  the  property  distribution  of  deceased  persons  for 
the  year  1923  in  Freeborn  and  Meeker  counties,  both  in 
Minnesota.1  These  data  are  fragmentary  and  cannot,  of 
course,  be  compared  closely  with  the  Massachusetts  data. 
They  are,  however,  interesting  illustrations  of  the  inequality 
in  wealth  distribution  in  farming  districts  in  the  Middle  West. 
These  counties  are  essentially  rural,  the  largest  city  being 

1  This  material  was  made  available  by  the  courtesy  of  Judge  J.  W.  Wright  of 
Litchfield,  Minnesota,  and  Judge  A.  W.  Johnson  of  Albert  Lea,  Minnesota. 
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Albert  Lea,  with  a  population  of  11,000.  By  constructing  a 
Lorenz  curve  from  the  data  given  in  the  table,  we  find  that 
the  richest  1  per  cent  owned  8  per  cent  of  the  wealth,  the 
moderately  rich  4  per  cent  owned  17  per  cent  of  the  wealth, 
the  upper  middle  group  (15  per  cent)  34  per  cent,  the  lower 
middle  group  (30  per  cent)  29  per  cent,  and  the  poorest  group 
of  property-owners  (50  per  cent)  12  per  cent  of  the  property 
probated.  Moreover,  more  than  half  left  no  property  at  all 
so  far  as  the  probate  records  show.  From  the  figures  just 
given  it  will  be  noted  that  the  middle  groups  owned  about 
two  thirds  of  the  property  probated.  This  large  percentage 
is  to  be  expected  in  a  distinctly  rural  community  with  no 
large  fortunes. 

Table  XXIX.  Distribution  of  the  Probated  Estates  of  Males  and 
Females  in  Freeborn  and  Meeker  Counties,  Minnesota 


Period 

Proportion 
of  Adult 
Males  and 
Females  who 

DIED  LEAVING 
No  Estate  to 
be  Probated 
(Per  Cent) 

Minimum  and 
Maximum  Limits 
of  Class 

Percentage 
of  Total 
Number  of 
Estates 
Probated 

Percentage 
of  Total 
Value 
of  Estates 
Probated 

Average 
Value 
of  All 
Estates 
Probated 

Under  $1,000 

10.0 

0.5 

$1,000  to  $5,000 

33.3 

7.8 

1923 

51 

$5,000  to  $25,000 

47.3 

52.1 

$10,809 

$25,000  to  $100,000 

8.7 

33.4 

Over  $100,000 

0.7 

6.2 

Dr.  Willford  I.  King1  finds  that  the  distribution  of  wealth 
among  the  living  is  considerably  less  unequal  than  among 
deceased  persons.  According  to  his  estimate  the  richest  1  per 
cent  of  the  gainfully  employed  population  own  about  one 
third  of  the  wealth,  and  the  richest  1  per  cent  of  adult  deceased 
persons  (including  those  with  no  probated  estate)  owned  over 
half  the  wealth  of  those  who  have  died.  The  richest  2  per  cent 
of  the  gainfully  employed  own  about  40  per  cent  of  the  wealth, 


1  Journal  of  American  Statistical  Association  (June,  1927),  pp.  145,  152. 
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but  the  richest  2  per  cent  of  adult  deceased  persons  owned  62 
per  cent  of  the  wealth  possessed  by  those  who  have  died.  Ten 
per  cent  of  the  gainfully  employed  own  64  per  cent  of  the 
wealth,  and  10  per  cent  of  the  adult  deceased  persons  owned 
86  per  cent  of  the  total  wealth  owned  by  these  individuals. 

Distribution  of  Income.  Table  XXX  gives  the  total  income 
for  the  people  of  the  United  States  by  decades  from  1850  to 
1910  and  for  certain  years  from  1910  to  1926,  together  with 
the  per  capita  income  for  these  years.  The  real,  or  purchasing- 
power,  income  is  also  given  for  the  more  recent  period. 

Table  XXX 


NATIONAL  INCOME 


PER  CAPITA  INCOME 


Year 

King’s 
Estimate  of 
Money  Income 
(in  Billions)1 

Estimate  of  the 
National  Bureau  of 
Economic  Research 

King's 
Estimate 
of  Money 
Income  1 

Estimate  of  the 
National  Bureau  of 
Economic  Research 

Current2 
Money 
Income 
(in  Billions) 

Current2 

Real 

Income 

(Index 

Numbers) 

Current2 

Money 

Income 

Current2 

Real 

Income 

(Index 

Numbers) 

1850  .  . 

$2.2 

$95 

1860  ,  . 

3.6 

116 

1870  .  . 

6.7 

174 

1880  .  . 

7.4 

147 

1890  .  . 

12.1 

192 

1900  .  . 

18.0 

236 

1910  .  . 

30.5 

$28.4 

91 

332 

$307 

96 

1913  .  . 

32.0 

100 

329 

100 

1918  . 

56.0 

111 

537 

103 

1920  .  ■ 

74.2 

114 

697 

104 

1922  .  . 

65.6 

126 

597 

112 

1924  .  . 

79.4 

151 

700 

129 

1926  .  . 

89.7 

165 

770 

138 

1  W.  1.  King,  Wealth  and  Income  of  the  People  of  the  United  States. 

2  "Current  income”  as  used  by  the  National  Bureau  of  Economic  Research  is 
"estimated  by  summating  (1)  wages,  salaries,  and  pensions,  (2)  profits  withdrawn 
from  business,  (3)  dividends,  interest,  and  rent  received  by  individuals,  (4)  the 
rental  value  of  homes  occupied  by  their  owners,  (5)  interest  upon  the  sums  invested 
in  household  furnishings,  clothing,  and  the  like,  and  (6)  the  value  of  commodities 
which  families  produce  for  their  own  consumption.”  "Current  income”  does  not 
include  the  savings  of  business  enterprise.  See  News-Bulletin  of  the  National  Bureau 
of  Economic  Research,  February  21,  1927.  The  figures  for  the  last  three  years  are 
preliminary  estimates. 
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It  is  in  the  division  of  the  income,  however,  that  we  are  par¬ 
ticularly  interested.  Table  XXXI  gives  the  distribution  of 
personal  incomes  as  shown  by  the  Federal  income-tax  returns 
for  the  years  1918  and  1924.  It  should  be  noted  that  the 
number  of  incomes  in  the  $1000- $2000  class  is  much  greater 
than  is  indicated  here,  since  the  income-tax  returns  for  this 
class  include  only  unmarried  persons  or  married  persons  not 
living  together.  Above  the  $2000  line  all  incomes  are  presum¬ 
ably  reported  except  those  subject  to  special  exemption. 


Table  XXXI.  Income  Distribution  as  shown  by  the  Federal 
Income-Tax  Returns 


Year 

Income  Class 

Number  of 
Returns 

Net  Income 
(in  Millions) 

Average 
Tax  Rate 
(Per  Cent) 

$1,000  to  $2,000 

1,516,938 

$2,232 

1.19 

$2,000  to  $3,000 

1,495,878 

3,627 

0.98 

$3,000  to  $5,000 

932,336 

3,535 

2.35 

$5,000  to  $10,000 

319,356 

2,146 

4.34 

$10,000  to  $25,000 

116,569 

1,737 

8.20 

1918 

$25,000  to  $50,000 

28,542 

978 

13.32 

$50,000  to  $100,000 

9,996 

680 

21.69 

$100,000  to  $150,000 

2,358 

284 

33.68 

$150,000  to  $300,000 

1,514 

305 

44.64 

$300,000  to  $500,000 

382 

145 

54.77 

$500,000  to  $1,000,000 

178 

119 

58.65 

$1,000,000  and  over 

67 

137 

64.65 

$1,000  to  $2,000 

2,413,881 

$3,564 

0.29 

$2,000  to  $3,000 

2,112,993 

5,277 

0.19 

$3,000  to  $5,000 

1,800,900 

6,828 

0.39 

$5,000  to  $10,000 

437,330 

,2,991 

0.96 

$10,000  to  $25,000 

191,216 

2,855 

2.73 

1924 

$25,000  to  $50,000 

47,061 

1,600 

6.84 

$50,000  to  $100,000 

15,816 

1,067 

12.81 

$100,000  to  $150,000 

3,065 

378 

20.04 

$150,000  to  $300,000 

1,876 

375 

24.69 

$300,000  to  $500,000 

456 

171 

26.73 

$500,000  to  $1,000,000 

242 

158 

26.87 

$1,000,000  and  over 

75 

156 

30.27 

Table  XXXI  includes,  however,  not  much  more  than  15  per 
cent  of  all  the  income-receivers.  To  get  a  more  complete 
picture  of  the  distribution  of  the  income  of  all  the  gainfully 
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employed,  it  becomes  necessary  to  make  estimates  based  on  a 
wide  variety  of  sources.  These  include  interest  on  tax-exempt 
bonds,  tax-exempt  salaries,  the  imputed  rent  of  home-owners, 
farm  products  consumed  directly  by  farmers,  annual  earnings 
of  the  various  classes  of  wage-earners,  income  of  wage-earners 
derived  from  sources  other  than  wages,  and  the  incomes  of  the 


Fig.  48.  Distribution  of  Income  in  the  United  States  for  the  year  1918 


lower  salaried  classes.  From  a  wide  variety  of  records  the 
National  Bureau  of  Economic  Research  has  pieced  together 
the  available  data  and  constructed  an  income-distribution 
table  for  the  year  1918.  The  accompanying  chart  (Fig.  48) 
shows  this  distribution  of  income  among  the  various  income- 
receivers  in  the  United  States  in  the  year  1918.  It  includes 
everyone  receiving  an  income  —  men,  women,  and  children 
(with  the  exception  of  soldiers  and  sailors  and  marines).  To 
some  extent  it  exaggerates  the  number  of  persons  receiving 
low  incomes,  since  farmers’  incomes  are  larger  than  the  money 
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value  here  assigned  to  them.  Thus,  farm  products  used  by  the 
farmer’s  family  are  valued  at  the  price  the  farmer  could  get 
for  them  rather  than  at  what  he  would  have  to  pay  for  them. 
Moreover,  a  farm  yields  a  considerable  number  of  perquisites 
the  value  of  which  it  is  impossible  to  measure  accurately. 

The  chart  gives  a  picture  of  the  money  incomes  received  by 
income-receivers,  but  it  does  not  give  an  accurate  picture  of 
the  real  distribution  of  the  national  income  among  individuals, 
for  the  reason  that  part  of  the  taxes  paid  out  of  certain  in¬ 
comes  to  the  government  are  redistributed  back  again  by  the 
government  to  individuals  (often  not  the  same  as  the  tax¬ 
payers)  in  various  kinds  of  services.  The  income  of  every 
family  is  increased,  for  example,  by  the  services  of  free  schools, 
free  parks,  free  libraries,  museums,  paved  streets,  etc.  Certain 
important  taxes,  such  as  the  Federal  income  and  inheritance 
taxes,  special  assessments,  and  taxes  on  property  used  for  busi¬ 
ness  purposes  are  not  deducted  from  the  incomes  here  given. 
It  follows,  therefore,  that  the  net  incomes  of  the  well-to-do, 
who  pay  these  taxes,  are  smaller  than  is  indicated  in  the  chart 
and  the  incomes  of  the  poorer  classes  are  somewhat  larger 
than  is  indicated,  since  a  part  of  their  income  comes  to  them 
in  the  form  of  free  government  services. 

From  the  chart  it  will  be  noticed  that  the  modal  income  in 
1918  was  round  $1000.  By  modal  income  we  mean  the  income 
received  by  the  largest  number  of  persons  gainfully  employed. 
At  first  thought  it  may  seem  to  some  that  this  is  contrary  to 
common  observation  and  knowledge.  Yet  it  must  be  remem¬ 
bered  that  we  are  here  including  all  income-receivers,  whether 
men,  women,  or  children.  In  New  York  State  factories  the 
average  weekly  earnings  in  1918  were  $20.35.  This  would 
amount  to  $1058  for  fifty-two  full  weeks.  But  we  all  know 
that  few  wage-earners  work  fifty-two  full  weeks  in  any  year. 
We  cite  these  figures  merely  to  show  the  inherent  reasonable¬ 
ness  of  the  finding  of  the  National  Bureau  of  Economic 
Research  that  the  modal  income  in  1918  was  $1000. 

It  will  be  seen  from  the  chart  that  the  number  of  persons 
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receiving  the  given  income  rises  rapidly  up  to  $1000  and  then 
diminishes  until  at  $4000  the  income  curve  is  rapidly  approach¬ 
ing  the  base  line.  The  chart  includes  only  incomes  ranging 
from  zero  to  $4000.  If  our  chart,  drawn  on  the  scale  here 
given,  were  to  include  all  incomes  it  would  have  to  be  extended 
about  a  mile  and  a  half  to  include  Henry  Ford’s  income  of 
about  $120,000,000  a  year.  Only  about  three  fourths  (78  per 
cent)  of  the  national  income  is  included  in  the  chart;  the 
remaining  fourth  (22  per  cent)  would  be  included  in  the  narrow 
but  exceedingly  long  area  which  we  may  imagine  if  the  chart 
were  drawn  large  enough  to  include  the  total  national  income. 

Thus  22  per  cent  of  the  total  national  income  is  included 
in  the  imaginary  portion  of  our  chart,  and  this  share  is  received 
by  but  3  per  cent  of  the  persons  receiving  incomes ;  28  per 
cent  of  the  income  is  included  in  the  area  beyond  the  $3000 
line,  and  this  is  received  by  but  6  per  cent  of  the  persons 
receiving  incomes ;  40  per  cent  of  the  total  income  is  included 
in  the  area  beyond  the  $2000  line,  and  this  is  received  by  but 
14  per  cent  of  the  persons  receiving  incomes.  It  is  clear  that 
the  distribution  of  incomes  is  very  unequal.  The  height 
reached  by  the  huge  incomes  is  truly  dazzling,  viewed  from 
the  standpoint  of  the  incomes  received  by  the  masses. 

Equalitarian  Distribution  Considered.  These  facts  regarding 
inequality  of  income  are  very  impressive.  It  is  no  wonder  that 
many  people,  centering  attention  upon  the  enormous  incomes 
of  the  rich,  jump  at  the  conclusion  that  if  only  there  were 
more  equal  distribution  of  income  everyone  would  be  com¬ 
paratively  well-to-do.  Let  us  experiment  a  little  with  the 
possibilities  in  this  direction,  having  in  mind  our  income  chart. 
Suppose  we  chop  off  entirely  all  the  incomes  above  $4000  and 
add  them  pro  rata  to  the  incomes  below  $4000,  leaving  only 
an  average  income  for  the  3  per  cent  thus  deprived  of  their 
incomes.  How  much  would  be  added  by  this  leveling-down 
process  to  the  moderate  and  lower-range  incomes?  Only  24 
per  cent.  If  we  chop  off  all  incomes  above  $3000,  leaving  only 
an  average  income  to  the  6  per  cent  thus  deprived  of  their 
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incomes,  there  would  be  added  to  the  incomes  below  $3000 
a  pro  rata  increase  of  only  30  per  cent.  If  we  level  down 
the  incomes  above  $2000,  leaving  an  average  income  for 
the  14  per  cent  who  would  thus  be  deprived  of  their  in¬ 
come,  we  would  add  43  per  cent  to  the  lower  incomes  on  a 
pro  rata  basis. 

To  be  sure,  an  increase  of  24,  30,  or  43  per  cent  is  not  in¬ 
considerable,  but  it  is  clear  that  the  dreams  of  affluence  of 
equalitarians  or  near-equalitarians  would  not  be  realized.  As  a 
matter  of  fact,  an  addition  of  24,  30,  or  43  per  cent  to  the  real 
incomes  of  the  lower  groups  could  not  possibly  be  realized ; 
for  out  of  the  large  incomes  above  the  $3000  and  $4000  range 
come  the  major  proportion  of  the  savings  which  go  annually 
into  new  capital  equipment  as  well  as  a  large  part  of  the  gov¬ 
ernment  revenues.  Taxes  have  in  part  been  deducted  from 
these  incomes,  since  the  distribution  is  estimated  in  part  from 
the  Federal  income-tax  returns,  which  permit  taxpayers  to  de¬ 
duct  "personal  taxes  and  all  taxes  on  property  not  used  for 
business  purposes,  except  special  assessments  to  pay  for  im¬ 
provements  which  benefit  property.”  1  But  other  taxes  are  in¬ 
cluded,  and  therefore  out  of  these  incomes  a  considerable  part  of 
the  taxes  have  to  be  paid.  In  1922  the  sum  of  $2,226,000,000 
was  paid  in  Federal  and  inheritance  taxes  alone,  and  this,  of 
course,  was  paid  out  of  the  higher  incomes.  Moreover,  we  are 
safe  in  saying  that  the  great  bulk  of  the  total  savings  which 
go  into  new  capital  equipment  comes  from  the  higher  income 
levels.  Independent  estimates  for  the  United  States  made  by 
King  and  for  the  United  Kingdom  by  Stamp  indicate  that 
about  one  sixth  of  the  national  income  is  put  aside  in  savings 
annually.  A  considerable  part  of  this  comes,  it  is  true,  from 
corporate  surpluses,  which  are  not  included  in  the  income  as 
here  given.  Even  so,  it  is  evident  that  a  large  part  of  the  income 
of  the  more  well-to-do  goes  to  taxes  and  capital  accumulation. 
Since  these  payments  would  have  to  be  made  by  somebody, 
it  follows  that  the  addition  which  could  be  made  to  lower 
i  w.  C.  Mitchell,  Income  in  the  United  Slates,  p.  139. 
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incomes  by  leveling  down  all  incomes  above  $2000,  $3000,  or 
$4000  would  be  much  less  than  the  43,  30,  or  24  per  cent 
suggested  above. 

It  is  perfectly  clear  that  there  is  not  much  to  be  gained  by 
the  leveling-down  process.  As  a  matter  of  fact,  a  far  greater 
increase  in  real  income  has  been  achieved  by  the  masses  during 
the  last  hundred  years  through  increased  per  capita  produc¬ 
tion  than  could  possibly  come  through  an  absolute  equaliza¬ 
tion  of  incomes,  even  though  we  assume  that  such  equalization 
would  have  no  deleterious  effect  on  national  production.  It 
should  be  noted,  however,  that  if  a  considerable  part  of  the 
incomes  of  the  richest  class  were  added  to  the  incomes  of  the 
poorest  class  alone,  a  very  material  improvement  in  their  status 
would  be  effected. 

Production  versus  Distribution.  A  hundred  and  thirty  years 
ago  two  revolutions  were  sweeping  over  Europe.  The  one  was 
a  revolution  in  the  methods  of  production ;  the  other  was  a 
revolution  in  social  structure.  The  first  occupied  the  stage  in 
England ;  the  second,  in  France.  The  inventors  and  produc¬ 
tion  engineers  believed  that  the  Industrial  Revolution  would 
speedily  bring  an  abundance  of  material  goods  within  the 
reach  of  all  mankind  at  the  expenditure  of  only  a  few  hours  of 
labor  a  day.  The  social  idealists  believed  that  the  French  Rev¬ 
olution,  with  its  watchwords  of  "Liberty,  Equality,  and  Fra¬ 
ternity,"  would,  through  its  leveling  process,  uproot  poverty. 
For  the  first  group  the  chief  cause  of  poverty  was  insufficient 
production ;  for  the  second  group,  it  was  maladjustments  in 
social  institutions,  inequality  of  opportunity,  and  unequal  dis¬ 
tribution  of  wealth.  Social  reform  is  by  no  means  unimportant, 
and  it  is  as  true  today  as  formerly  that  eternal  vigilance  is  the 
price  of  liberty,  but  it  is  none  the  less  true  that  such  gains  in 
material  well-being  as  the  last  hundred  years  have  witnessed 
are  chiefly  the  result  of  inventions  and  improvements  in  pro¬ 
duction.  More  than  any  other  group  it  is  the  inventors  and 
the  production  engineers  who  have  revolutionized  modern  life 
and  raised  the  level  of  well-being. 
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Permanency  of  Relative  Distribution  of  Income.  In  spite  of 
vast  changes  in  social  institutions  it  appears  that  in  Great 
Britain  and  probably  in  the  United  States  the  relative  dis¬ 
tribution  of  income  has  remained  substantially  the  same  for 
a  hundred  years.  Sir  Josiah  Stamp,  in  his  Wealth  and  Taxable 
Capacity,  gives  data  on  the  distribution  of  all  incomes  over 
£200  (about  $973  at  par  of  exchange)  in  1801  and  1920. 
Table  XXXII  gives  this  distribution. 


Table  XXXII.  Distribution  of  Incomes  in  Great  Britain 
in  1801  and  1920 


Period 

Income  Class 

Percentage  of 
Total  Number  of 
Incomes  over  £200 

Percentage  of 
Total  Incomes 
over  £200 

£200  to  £500 

61.5 

24.0 

£500  to  £1000 

21.3 

18.6 

1801 

£1000  to  £2000 

10.3 

17.7 

£2000  to  £5000 

5.3 

20.3 

Over  £5000 

1.4 

19.5 

£200  to  £500 

71.3 

29.0 

£500  to  £1000 

15.8 

15.8 

1920 

£1000  to  $2000 

7.8 

15.4 

£2000  to  £5000 

3.7 

15.4 

Over  £5000 

1.3 

24.2 

Attention  should  be  called  first  of  all  to  the  fact  that  this 
cable  excludes  from  consideration  the  great  bulk  of  the  popu¬ 
lation  whose  incomes  fall  below  £200.  Only  5.7  per  cent  of 
the  income-receivers  had  incomes  above  £200  in  1911,  and  in 
1801  the  proportion  was  much  smaller;  therefore  the  table 
includes  only  the  incomes  of  the  relatively  well-to-do.  But  if 
we  take  the  table  as  it  stands,  it  appears  that  a  relatively 
larger  proportion  of  all  the  incomes  over  £200  fell  into  the 
middle  groups  (£500  to  £2000)  in  1801  than  in  1920,  and  that 
the  proportion  which  fell  into  the  lowest  class  (£200  to  £500) 
was  greater  in  1920  than  in  1801.  Moreover,  the  richest  1.3  per 
cent  received  24.2  per  cent  of  the  income  in  1920,  whereas  the 
richest  1.4  per  cent  obtained  only  19.5  per  cent  in  1801.  This 
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would  indicate  that  income  was  somewhat  less  highly  concen¬ 
trated  in  1801  than  in  1920.  This  fact  is  brought  out  more 
clearly  in  Table  XXXIII,  which  shows  the  distribution  of 
income  as  we  have  estimated  it  from  Stamp’s  data  for  the 
richest  2  per  cent,  the  next  richest  8  per  cent,  the  rich  15  per 
cent,  the  well-to-do  25  per  cent,  and  the  lower  50  per  cent  of 
all  incomes  over  £200.  From  this  table  it  is  evident  that  the 
richest  class  received  relatively  more  of  the  income  in  1920 
than  in  1801.  The  difference  is  not  great,  however. 


Table  XXXIII.  Distribution  of  All  Incomes  over  £200 


Income-Receiving  Class 

Percentage  of 
Total  Incomes  over 
£200  RECEIVED  BY 
Each  Class 

1801 

1920 

Richest  class,  constituting  2  per  cent  of  all  incomes  over 
£200  . 

22.5 

28.5 

Next  richest  class,  constituting  8  per  cent  of  all  incomes 
over  £200  . 

25.0 

22.5 

Rich  class,  constituting  15  per  cent  of  all  incomes  over 
£200  . 

18.5 

17.0 

Well-to-do  class,  constituting  25  per  cent  of  all  incomes 
over  £200  . 

16.0 

14.5 

Lower  half,  50  per  cent  of  all  incomes  over  £200  .  . 

18.0 

17.5 

Stamp  calls  attention  to  the  fact  that  incomes  were  not 
as  fully  reported  in  1801  as  in  1920,  and  it  is  possible  that 
there  was  relatively  greater  evasion  in  the  lowest  income 
group  —  that  between  £200  and  £500.  If  we  exclude  this 
group  we  have  for  incomes  over  £500  the  distribution  shown 
in  Table  XXXIV. 

From  Table  XXXIV  it  will  be  seen  that  the  distribution 
of  incomes  above  £500  was  closely  similar  in  the  two  periods, 
but  again  it  is  evident  that  the  richest  class  received  a  larger 
percentage  of  the  total  income  in  1920  than  in  1801.  This  fact 
can  be  seen  more  clearly  if  we  estimate  the  proportion  of  the 
total  income  received  by  the  richest  5  per  cent,  the  next  richest 
15  per  cent,  the  rich  30  per  cent,  and  the  lower  50  per  cent  of 
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Table  XXXIV 


- 

Percentage  of 

Percentage  of 

Period 

Income  Class 

Total  Number  of 

Total  Incomes 

Incomes  over  £500 

over  £500 

£500  to  £1000 

56.0 

24.4 

1801 

£1000  to  £2000 

26.3 

23.2 

£2000  to  £5000 

13.9 

26.7 

Over  £5000 

3.8 

25.7 

£500  to  £1000 

55.2 

22.3 

1920 

£1000  to  £2000 

27.3 

21.8 

£2000  to  £5000 

13.0 

21.8 

Over  £5000 

4.5 

34.1 

all  incomes  over  £500.  These  data  are  given  in  Table  XXXV. 
Here  again  it  appears,  as  in  Table  XXXIII,  that  the  relative 
gain  of  the  richest  class  has  come  chiefly  at  the  expense  of  the 
next  richest  classes  and  not  at  the  expense  of  the  lowest- 
income  group. 


Table  XXXV.  Distribution  of  All  Incomes  over  £500 


Income-Receiving  Class 

Percentage  of 
Total  Incomes  over 
£500  received  by 
Each  Class 

1801 

1920 

Richest  class,  constituting  5  per  cent  of  all  incomes  over 
£500  . 

29.5 

35.5 

Next  richest  class,  constituting  15  per  cent  of  all  incomes 

26.0 

22.5 

Rich  class,  constituting  30  per  cent  of  all  incomes  over 
£500  . 

23.5 

20.5 

Lower  half,  50  per  cent  of  all  incomes  over  £500  . 

21.0 

Zi.5 

While  the  relative  distribution  of  incomes  appears  to  be 
substantially  similar  in  1801  and  in  1920,  the  proportion  of 
the  population  included  in  the  income  levels  given  was  very 
much  greater  in  1920  than  in  1801.  Stamp  reaches  the  fol¬ 
lowing  conclusion:  "The  total  nominal  income  has  increased 
much  more  than  the  total  population  the  increase  has 
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surged  upwards  through  all  the  fixed  classes,  so  that  there 
is  a  smaller  population  in  the  ranks  of  the  poorest,  with  a 
nominal  income  of  say  under  £80  a  year,  and  many  more 
in  the  over  £5000  class,  but  the  slope  of  the  distribution,  that 
is,  the  relation  between  one  section  or  class  and  another,  has 
hardly  altered.” 

There  is  thus  an  astonishing  similarity  in  the  distribution  of 
income  in  two  periods  separated  by  a  century  and  a  quarter, 
during  which  time  revolutionary  changes  had  occurred  in 
economic  and  political  institutions.  Similarly,  Professor  A.  L. 
Bowley  in  his  The  Change  in  the  Distribution  of  the  National 
Income,  1880-1913  concludes  that  the  increase  in  the  per 
capita  income  (about  35  per  cent)  in  the  period  in  question 
was  shared  with  remarkable  equality  among  all  the  various 
classes.  This  suggests  the  possibility  that  the  dominant  forces 
controlling  the  distribution  of  income  have  hitherto  been 
deeper  and  more  fundamental  than  mere  social  institutions. 
It  would  seem  to  point  to  a  "fixed  system  of  causation”  such 
as  the  great  inequality  of  native  capacities  in  the  human  race. 
This  explanation  overlooks  the  important  fact,  however,  that 
throughout  the  period  in  question  the  basic  institutions  of 
private  property  and  the  inheritance  of  private  property  have 
prevailed  intact.  The  permanence  of  these  fundamental  insti¬ 
tutions,  and  the  relatively  fixed  distribution  of  inherited  ca¬ 
pacities,  probably  account  in  large  part  for  the  persistence  of 
the  scheme  of  income  distribution  which  has  prevailed  in 
modern  communities  during  the  last  century  or  more. 

That  the  distribution  of  income  does  not  conform  to  the 
distribution  of  inherited  capacities  is  clear  from  an  examina¬ 
tion  of  Fig.  48.  The  income-distribution  curve,  if  enlarged  to 
include  all  incomes,  would  be  lopsided  to  an  extreme  degree ; 
on  the  other  hand,  it  is  likely  that  a  curve  showing  the  dis¬ 
tribution  of  ability  would  be  fairly  symmetrical.  Above  all,  it 
is  the  institutions  of  private  property  and  the  inheritance  of 
private  property  which  distort  the  income  curve.  Indeed,  the 
lower  part  of  the  income  curve,  between  zero  and  $2000,  is 
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fairly  symmetrical,  and  these  incomes  are  derived  largely  from 
personal  services  and  only  to  a  small  extent  from  property. 

Yet  it  is  probable  that  even  though  all  income  were  earned 
from  personal  services,  the  income  curve  would  still  be 
skewed  to  the  right,  though  certainly  much  less  so  than  under 
existing  property  institutions.  The  artist  who  is  just  a  little 
better  than  his  nearest  rival  can  command  a  much  larger  price 
for  his  paintings.  The  physician  who  makes  a  great  reputation 
may  be  barely,  if  at  all,  superior  to  his  competitors,  but  he 
will  be  able  to  demand  much  larger  fees  for  his  services.  The 
situation  appears  to  be  not  altogether  unlike  a  race  in  which 
the  winner  obtains  a  large  prize  and  his  nearest  competitor 
receives  nothing  at  all. 

Property  Institutions  and  Social  Utility.  In  so  far  as  inequality 
in  income  distribution  is  due  to  the  inheritance  of  private 
property  no  justification  for  such  inequality  can  be  found  on 
the  basis  of  personal  merits  and  demerits.1  The  person  who 
inherits  property,  such  as  natural  resources  or  capital  goods, 
receives  an  income  for  the  services  of  his  property.  The 
reward  is  indeed  for  service  rendered,  but  it  is  a  property 
service  and  not  a  personal  service.  Distribution,  in  the  exist¬ 
ing  order,  is,  indeed,  based  on  the  principle  of  reward  accord¬ 
ing  to  the  service  rendered,  but  under  the  prevailing  property 
institutions  the  service  rendered  may  have  no  relation  to  per¬ 
sonal  deserts. 

How,  then,  can  we  justify  private  property,  especially  the 
inheritance  of  private  property,  and  the  inequalities  to  which 
they  give  rise?  They  can  be  justified  only  on  the  ground  of 
social  utility.  It  can  scarcely  be  questioned  that  inequality  of 
income  has  in  a  marked  degree  facilitated  the  rapid  accumula¬ 
tion  of  capital  which  we  have  witnessed  during  the  last  cen¬ 
tury.  The  accumulation  of  capital  has  contributed  greatly  to 
such  economic  progress  as  we  have  made  during  this  period. 

1  An  important  exception  to  this  statement  is  found  in  those  cases  in  which  the 
children  have  worked  in  their  father’s  business  without  adequate  financial  return 
by  way  of  wages,  educational  opportunities,  or  some  other  form  of  reward  for  the 
services  rendered. 


598 


PRINCIPLES  OF  ECONOMICS 


Without  it  we  could  never  have  reached  the  per  capita  income 
which  we  have  attained.  Inequality  of  income  has  thus  been 
one  of  the  factors  that  has  enabled  us  to  raise  the  level  of  in¬ 
come  all  round,  but  it  has  left  us  with  the  same  degree  of 
inequality.  Other  aspects  of  the  social  utility  of  private  prop¬ 
erty  will  be  discussed  in  the  chapter  on  "  Socialism.” 

But  with  the  wider  diffusion  in  the  ownership  of  stocks, 
bonds,  savings  deposits,  life  insurance  policies,  and  so  on, 
among  the  wage-earners,  must  we  not  conclude  that  property 
and  income  are  becoming  more  equally  distributed?  Not  at 
all,  since  the  middle  groups  and  the  rich  are  also  accumulating 
more.  But  must  we  not  at  least  conclude  that  with  the  con¬ 
tinued  increase  in  per  capita  income,  capital  accumulation 
would  not  be  slowed  down  even  though  income  were  more 
equally  distributed?  The  answer  is  not  certain.  There  are 
signs  that  human  wants  and  desires  are  increasing  even  faster 
than  wealth  and  income,  and  it  is  by  no  means  clear  that  it  is 
easier  now  than  formerly  to  save.  If  indeed  the  increase  in 
average  income  should  result  in  an  increase  in  the  per  cent  of 
the  national  income  which  is  saved,  a  lower  interest  rate  would 
tend  to  prevail  and  this  in  itself  would  tend  toward  greater 
equality  in  income  distribution.  Thus  inequality  of  income 
and  capital  accumulation  interact  upon  each  other. 

Functional  Distribution.  We  turn  now  to  a  brief  considera¬ 
tion  of  the  statistical  data  relating  to  the  distribution  of  income 
from  the  standpoint  of  the  factors  of  production.  According 
to  Dr.  W.  I.  King  the  national  income  was  distributed  in  the 
four  functional  shares  approximately  as  follows  in  1910 : 


Wages  and  salaries . 46.9  per  cent 

Interest . 16.8  per  cent 

Rent .  8.8  per  cent 

Profits  . 27.5  per  cent 


Dr.  King,  however,  includes  under  profits  the  wage  or 
salary  that  should  be  imputed  to  the  individual  entrepreneur 
—  business  man  or  farmer.  He  estimates  roughly  that  three 
fourths  of  the  profits  so  defined  are  really  imputed  wages  and 
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salaries.  If  we  add  these  imputed  items  to  wages  and  salaries 
we  have  the  following  distribution: 


Wages  and  salaries 

Interest . 

Rent . 

Profits . 


67.5  per  cent 
16.8  per  cent 

8.8  per  cent 

6.9  per  cent 


Similarly,  the  National  Bureau  of  Economic  Research  esti¬ 
mated  that  in  the  ten-year  period  from  1909  to  1918  approxi¬ 
mately  71  per  cent  of  the  net  value  product  of  mines,  factories, 
and  railroads  went  to  wages  and  salaries,  leaving  about  29  per 
cent  for  profits,  interest,  and  rent.  As  between  salaries  and 
wages,  about  5.5  per  cent  of  the  net  value  product  goes  to 
salaries  and  about  65.5  per  cent  to  wages. 

With  respect  to  the  different  industries  the  national  income 
is  distributed  as  follows : 


1913 

1918 

(In  millions) 

(In  millions) 

Agriculture . . 

.  $5,887 

$12,682 

Mines,  quarries,  and  oil  wells . 

1,191 

2,013 

Factories . 

7,976 

16,018 

Construction . 

1,669 

1,280 

Other  hand  trades . 

852 

1,704 

Railroads . 

2,181 

3,570 

Other  public  utilities . 

1,154 

1,661 

Banking . 

509 

767 

Government  (all  branches  of  government  in 
the  United  States) . 

1,829 

5,352 

Unclassified  industries  and  miscellaneous  in¬ 
come  . 

12,332 

15,318 

Functional  and  Personal  Distribution  Contrasted.  Functional 
distribution  deals  with  the  division  of  the  social  product  among 
the  four  factors  of  production.  It  explains  how  the  prices  of 
the  services  of  these  factors  are  determined,  but  it  does  not 
explain  the  manner  in  which  the  earnings  of  these  factors  are 
distributed  among  the  people  who  make  up  the  community. 
For  example,  a  business  man  may  receive  an  income  of  $20,000 
annually  from  his  business,  a  composite  of  wages,  interest, 
and  pure  profits.  The  theory  of  functional  distribution  ex- 
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plains  why  he  receives  that  amount  but  it  does  not  tell  us 
what  he  will  do  with  it.  A  part,  we  know,  will  be  taken  by 
taxation  and  used  to  support  various  governmental  services 
in  which  the  people  of  the  community  share  according  to 
their  needs  for  these  services.  Another  part  will  be  consumed 
by  the  man  and  his  family,  and  within  the  family  group  the 
distribution  is  in  the  main  according  to  need.  Still  another 
part  may  be  donated  to  the  support  of  charitable  institutions, 
whose  benefits  will  also  be  shared  according  to  the  principle 
of  need.  The  ultimate  distribution  of  the  annual  real  income 
of  society  is  not  made  according  to  the  principles  of  value  and 
distribution,  because  those  principles  do  not  control  the  dis¬ 
position  of  money  incomes  after  these  incomes  have  passed 
into  the  hands  of  the  owners  of  the  factors  of  production,  but 
they  do  control  the  amount  of  money  income  the  owners  of 
these  factors  receive. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  The  number  of  stockholders  in  the  United  States  has  increased 
considerably,  it  is  said,  during  the  last  fifteen  years.  Should  you  con¬ 
clude  from  this  that  ownership  of  property  is  less  highly  concentrated 
than  formerly  ?  Why,  or  why  not  ? 

2.  In  the  United  States  3  per  cent  of  the  population  receive  about 
22  per  cent  of  the  total  income,  whereas  in  the  United  Kingdom  the 
same  proportion  of  the  population  receive  about  33  per  cent  of  the 
income.  How  do  you  account  for  this  difference  ? 

3.  Inequality  in  the  distribution  of  income  is  not  nearly  so  great  as 
inequality  in  the  distribution  of  property.  Why  is  this  the  case? 

4.  Rank  in  order  of  importance  the  following  causes  of  inequality 
in  the  distribution  of  wealth  and  income :  inheritance  of  private 
property,  unequal  educational  and  social  opportunities,  differences  in 
native  capacity,  chance  gains,  monopoly  power. 

5.  "Let  me  emphasize  again  what  I  have  said  before,  that  it  is 
probably  in  and  through  the  exercise  of  the  principle  of  plunder  or 
the  undue  exercise  of  advantage,  of  gambling  or  of  its  allied  principle 
of  monopoly,  or  of  special  privilege  or  favor  of  some  kind  that  many, 
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very  many,  if  not  most  of  the  greatest  fortunes  have  been  won.”  — 
J.  W.  Jenks.  Evaluate  this  statement. 

6.  According  to  Professor  Sorokin,  in  his  study  of  "American 
Millionaires”  ( Journal  of  Social  Forces,  May,  1925),  39  per  cent  of 
deceased  American  millionaires  started  life  poor  and  30  per  cent 
started  life  rich.  Of  living  American  millionaires  only  20  per  cent 
started  life  poor  and  53  per  cent  started  life  rich.  What  does  this 
difference  indicate? 

7.  Professor  Sorokin  finds  that  of  the  wealthy  men  who  started 
their  career  poor,  13  per  cent  had  received  no  formal  education, 
58  per  cent  had  an  elementary  education,  17  per  cent  a  high-school 
education,  and  only  12  per  cent  a  college  education.  Of  the  wealthy 
men  who  started  life  in  moderate  circumstances,  2  per  cent  had  no 
education,  28  per  cent  had  elementary  education,  27  per  cent  high- 
school  education,  and  42  per  cent  college  education.  Of  those  who 
started  life  rich,  7  per  cent  had  only  an  elementary  education,  13  per 
cent  had  a  high-school  education,  and  80  per  cent  a  college  education. 
All  told,  54  per  cent  of  the  American  millionaires  held  college  degrees. 

Of  those  who  started  their  career  poor,  only  2  per  cent  became  rich 
before  the  age  of  30,  23  per  cent  between  the  ages  of  31  and  40,  39  per 
cent  from  41  to  50,  and  36  per  cent  above  50 ;  of  those  who  started 
life  rich,  27  per  cent  became  responsible  managers  of  big  business  before 
reaching  the  age  of  30,  and  53  per  cent  between  the  ages  of  31  and  40. 

8.  The  following  is  taken  from  the  Minneapolis  Journal  for  July  27, 
1924 :  "  In  St.  Paul,  Probate  Judge  Howard  Wheeler  issued  a  state¬ 
ment  showing  that  60  to  70  per  cent  of  all  adults  dying  in  Ramsey 
County  last  year  left  no  more  estate  than  enough  to  pay  their  funeral 
expenses ;  that  although  2353  adults  died,  only  860  estates  were  pro¬ 
bated  ;  that  of  that  number  only  25  left  more  than  $50,000,  90  from 
$10,000  to  $50,000,  121  from  $5000  to  $10,000,  and  20  left  an  estate 
of  no  definite  value  or  consisting  only  of  a  cause  of  action  for  wrongful 
death.” 

9.  The  trade  unions  in  the  United  States  have,  in  the  last  few  years, 
established  over  a  score  of  labor  banks,  and  more  recently,  a  union  life 
insurance  company.  What  bearing  do  these  facts  have  upon  the  accu¬ 
mulation  of  property  and  the  investment  of  income  by  the  wage- 
earning  class  ? 


CHAPTER  XXXII 

SOCIALISM 

The  Extent  of  the  Socialist  Movement.  The  fundamental 
purpose  of  this  textbook  is  to  explain  as  fully  as  possible  within 
the  limits  of  one  volume  the  economic  phenomena  of  our 
present  social  order.  Yet  we  cannot  overlook  the  fact  that 
the  economic  order  is  a  changing  one.  Nor  is  it  possible  to 
overlook  the  fact  that  a  considerable  proportion  of  the  voters 
of  all  modern  countries  are  seriously  dissatisfied  with  the 
present  order  and  desire  a  fundamental  reconstruction  of  our 
economic  system.  Out  of  a  total  of  30,000,000  votes  cast  in  the 
1919  election  in  Germany  about  45  per  cent  were  socialist  and 
communist  votes.  In  the  1924  election  the  combined  socialist 
and  communist  vote  fell  to  about  35  per  cent  of  the  total ; 
but  in  the  election  of  1928  it  increased  again  to  about  40  per 
cent  of  the  total.  In  the  1924  election  in  Great  Britain 
5,552,000  votes  out  of  a  total  of  16,564,000  were  cast  for  the 
Labor  party,  which  has  a  socialist  program.  Thus  exactly 
one  third  of  the  British  electorate  voted  the  labor  ticket.  In 
France  the  socialists  elected  106  deputies  to  the  lower  house 
in  the  May,  1924,  election,  and  the  communists  elected  29.  In 
the  smaller  countries  of  northern  and  western  Europe  about 
one  third  of  the  electorate  vote  the  socialist  ticket.  Moreover, 
in  Russia  we  have  seen  a  stupendous  experiment  in  com¬ 
munistic  socialism.  Not  only  do  socialist  representatives 
constitute  about  one  third  of  all  the  representatives  in  the 
popular  branch  of  the  legislative  bodies  in  northern  and  west¬ 
ern  Europe,  but  in  nearly  all  these  countries  socialists  have 
held  important  positions  in  the  cabinets,  and  four  countries 
—  Sweden,  Germany,  Great  Britain,  and  Denmark  —  have 
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had  socialist  governments.  Many  municipal  governments, 
moreover,  are  controlled  by  the  socialists.  In  the  United 
States  socialism  as  a  political  movement  is  weak  in  compari¬ 
son.  There  is  but  one  socialist  congressman  at  Washington, 
and  in  no  case  has  a  socialist  occupied  an  important  state  or 
Federal  office.  A  few  cities  have  had  socialist  mayors,  nota¬ 
bly  Milwaukee,  Minneapolis,  and  Schenectady.  In  1920,  of 
a  total  presidential  vote  of  26,700,000  the  socialist  vote  was 
only  920,000.  In  the  1924  election  the  socialists  for  the  first 
time  in  many  years  refrained  from  putting  up  a  presidential 
ticket  and  supported  the  independent  candidacy  of  Senator 
La  Follette. 

Origin  and  Development  of  Socialism.  This  extensive  and 
widespread  movement  is  a  newcomer  among  political  parties. 
As  a  political  movement  it  started  in  France  under  the  leader¬ 
ship  of  Louis  Blanc  in  the  forties.  For  a  short  time  the  social¬ 
ists  shared  in  the  provisional  government  established  after 
the  revolution  of  1848.  Fifteen  years  later  a  socialist  political 
party  was  formed  in  Germany  under  the  leadership  of  Lassalle. 
This  united  with  another  socialist  group,  followers  of  the  great 
socialist  Karl  Marx,  in  1875.  This  party,  known  as  the  Social 
Democratic  party,  made  rapid  strides  in  Germany,  and  by 
1890  polled  20  per  cent  of  the  total  vote  cast.  In  1912  this 
was  increased  to  35  per  cent.  During  the  war  the  party  split 
into  three  groups,  and  the  movement  is  now  divided  between 
the  socialists  and  the  communists.  In  England  small  socialist 
parties  were  organized  in  the  eighties  and  nineties,  but  it  was 
not  until  1906  that  the  British  Labor  party,  which  soon 
adopted  a  socialist  program,  was  definitely  organized.  Its 
growth  was  rapid.  In  the  1923  election  it  won  191  seats  in 
Parliament.  In  France  the  socialists  participated  for  a  brief 
time  in  the  provisional  government  of  1871,  but  the  excesses 
of  the  commune  regime  and  the  subsequent  banishment  from 
the  country  of  leading  communards  completely  disrupted  the 
movement.  In  the  eighties  five  different  socialist  parties 
emerged,  some  moderate  and  others  revolutionary.  By  1900 
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kindred  groups  had  merged  sufficiently  so  that  the  number 
was  reduced  to  two  —  one  revolutionary  in  its  views  and  the 
other  moderate.  These  united  in  1905  and  formed  the  Unified 
Socialist  party.  The  vote  increased  from  less  than  900,000 
in  1906  to  1,400,000  in  1914. 

Utopian  Socialism.  Modern  political  socialism  was  preceded 
by  a  nonpolitical  group  of  socialists,  frequently  termed  Uto¬ 
pians.  The  outstanding  leaders  of  this  group  were  Robert 
Owen  in  England  and  Charles  Fourier  in  France.  Both  wished 
to  establish  voluntary  communities,  each  to  consist  of  from 
two  thousand  to  four  thousand  members.  Owen  founded,  in 
fact,  a  colony  in  New  Harmony,  Indiana,  in  1825,  and  scores  of 
Fourieristic  communities  were  established  in  the  United  States 
in  the  forties.  None  of  these  colonies  consisted  of  more  than 
a  few  hundred  members.  All  of  them  failed  in  the  end,  but 
several  survived  for  a  number  of  years.  Owen’s  community 
was  communistic,  all  property  being  held  in  common,  and  the 
proceeds  being  equally  shared  by  all.  Fourier’s  communities 
were  merely  associative :  the  property  of  the  community  was 
owned  by  a  stock  company,  the  shares  of  which  were  sub¬ 
scribed  for  by  such  members  as  had  capital,  and  these  share¬ 
holders  were  to  receive  a  certain  percentage  of  the  surplus 
production,  the  rest  being  distributed  according  to  labor  and 
ability ;  production  and  consumption  were  to  be  on  an  asso¬ 
ciative  basis,  but  there  was  to  be  no  equal  distribution  of 
income,  nor  was  private  property  to  be  dispensed  with. 

Both  Owen  and  Fourier  made  their  appeal  to  all  classes  of 
society,  but  more  especially  to  the  powerful  and  the  well-to-do. 
They  believed  that  the  existing  order  was  all  wrong  and  that 
this  unfortunate  condition  was  simply  due  to  human  ignorance. 
No  one  had  heretofore  set  forth  the  true  and  ideal  social  order. 
They  thought  they  had  discovered  such  an  order  and  believed 
that  it  was  only  necessary  to  inform  people  about  it.  Rational 
human  beings  would  see  the  reasonableness  and  superiority  of 
the  new  order,  and  all  groups  and  classes  would  adopt  it.  Such, 
in  brief,  was  the  essential  point  of  view  of  the  utopian  socialists. 
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Marxian  Socialism.  In  1848  Karl  Marx  and  Frederick 
Engels  wrote  the  Communist  Manifesto,  which  presented  in 
brief  but  brilliant  fashion  the  point  of  view  of  what  they  con¬ 
ceived  to  be  a  "scientific  socialism."  The  Manifesto  did  not 
set  forth  an  ideal  order  which  people  ought  to  adopt.  Instead 
it  was  an  interpretation  of  the  evolution  of  economic  society. 
It  sought  to  explain  what  was  going  on  in  the  economic  order 
and  to  predict  on  the  basis  of  current  tendencies  what  the 
future  would  bring.  The  central  doctrine  is  the  "materialist 
interpretation  of  history,"  as  Engels  called  it.  All  social  and 
political  history  is  but  a  record  of  the  conflict  of  economic 
classes.  An  economic  class  has  common  interests  because  its 
members  have  the  same  occupational  and  income  status.  But 
its  interests  come  into  conflict  with  the  interests  of  other 
economic  groups;  thus,  the  economic  interests  of  landlords 
are  not  the  same  as  the  economic  interests  of  renters,  nor  are 
the  interests  of  capitalists  the  same  as  those  of  wage-earners. 
Often  when  a  thing  benefits  one  group,  by  that  very  fact  it 
injures  another.  Thus  wherever  society  is  divided  into  eco¬ 
nomic  classes  a  conflict  of  interests  develops,  and  the  social 
and  political  movements  to  which  this  conflict  gives  rise  con¬ 
stitute  history.  Now,  according  to  Marx  and  Engels  the  align¬ 
ment  of  economic  classes  is  a  product  of  the  prevailing  mode 
of  production  and  exchange.1  Thus  it  was  the  widening  of  the 
market  and  the  development  of  the  domestic  system  of  manu¬ 
facturing  and  finally  large-scale  production  that  created  the 
capitalist  class  on  the  one  hand  and  the  wage-earning  class  on 
the  other.  In  brief,  changes  in -the  technique  of  production 
create  new  economic  classes,  these  class  alignments  give  rise 
to  a  conflict  of  interests,  and  this  conflict  of  interests  gives 
rise  to  the  social  and  political  movements  which  make  up 
historical  events. 

In  the  Communist  Manifesto,  Marx  and  Engels  sketched 
the  historical  rise  of  the  modern  capitalist  class.  They  pointed 

1  See  Alvin  H.  Hansen’s  article  "The  Technological  Interpretation  of  History,” 
in  the  Quarterly  Journal  oj  Economics,  November,  1921. 
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out  how  the  rise  of  this  new  class  inevitably  resulted  in  the 
downfall  of  the  old  feudal  monarchies.  The  rise  of  this  class 
into  a  position  of  preeminence  found  expression  politically  in 
the  establishment  of  modern  political  democracies.  Repre¬ 
sentative  government  based  upon  the  suffrages  of  the  middle 
or  capitalist  classes  wrested  political  power  and  special  privi¬ 
leges  from  the  landed  nobility. 

But  capitalism,  according  to  Marx  and  Engels,  cannot  grow 
and  develop  without  at  the  same  time  pushing  a  larger  and 
larger  portion  of  the  population  into  the  ranks  of  wage-earners. 
Large-scale  production  more  and  more  eliminates  the  middle 
classes,  they  maintain.  Thus  the  development  of  capitalism 
inevitably  gives  rise  to  a  powerful  working-class  movement. 
The  working  class  will  finally  rise  to  a  position  of  preeminent 
power  and  will  thus  control  not  only  the  political  state  but 
also  industry  itself.  Thus  the  capitalists  will  be  ousted  from 
control,  all  means  of  production  will  be  socially  owned,  and 
government  and  industry  will  be  controlled  by  and  carried 
on  in  the  interest  of  the  working  class. 

Marx  and  Engels  thus  predicted  that  socialism  was  inevi¬ 
table.  This  prediction  was  based  on  two  fundamental  postu¬ 
lates  :  first,  that  the  middle  class  would  inevitably  be  wiped 
out  by  the  development  of  large-scale  production;  second, 
that  the  working  class  would  inevitably  sink  into  deeper  and 
deeper  misery  by  the  very  nature  of  the  capitalist  system.  If 
these  two  propositions  were  indeed  true,  a  revolutionary 
upheaval  would  no  doubt  be  inevitable.  Whether  or  not  a 
socialist  society  would  then  follow  would  depend  upon  its 
workability.  As  a  matter  of  fact,  however,  capitalism  has 
hitherto  not  eliminated  the  middle  class,  nor  has  it  resulted 
in  the  progressive  deterioration  of  the  working  class.  It  is 
quite  true  that  the  pre-capitalist  type  of  middle  class  is  de¬ 
clining  relatively.  The  proportion  of  our  population  who  are 
individual  proprietors  is  decreasing.  Yet  the  total  number  of 
individual  proprietors  is  not  declining :  farming  still  persists 
as  an  individual-proprietorship  business,  and  there  still  con- 
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tinues  to  be  an  enormous  number  of  small  merchants,  bankers, 
and  even  manufacturers.  In  a  city  like  Minneapolis  one  can¬ 
not  fail  to  notice  the  many  small  manufacturing  plants  which 
may  be  seen  in  all  parts  of  the  city.  The  old  type  of  middle 
class  thus  continues  to  survive  in  large  numbers.  But,  more 
than  that,  the  capitalist  system  has  developed  a  new  type  of 
middle  class  peculiar  to  itself.  The  great  body  of  technical 
experts,  managers  and  superintendents,  scientists,  and  pro¬ 
fessional  classes,  without  which  the  highly  complex  modern 
industrial  society  could  not  possibly  operate  constitute  a  new 
capitalist  middle  class.1  Not  only  do  they  constitute  a  middle 
class  from  the  standpoint  of  income  and  social  status  but  also, 
in  large  part,  from  the  standpoint  of  property.  The  property 
owned  by  the  new  middle  classes  is  not  of  the  individual- 
proprietorship  type :  it  consists  largely  of  stocks  and  bonds, 
mortgages,  insurance  policies,  and  savings  accounts.  Many 
recent  researches  indicate  that  the  middle  classes  are  not  be¬ 
coming  appreciably  poorer  relative  to  the  rest  of  the  popula¬ 
tion  either  as  to  property  or  as  to  income.  It  is  true  that  in 
Germany  a  considerable  proportion  of  the  middle  class  has 
been  wiped  out  by  the  fearful  price  upheaval  that  they  have 
experienced  since  the  war,  but  this  is  in  no  sense  a  normal 
development  of  capitalism.  With  capitalism  reconstructed  on 
a  firmer  monetary  basis,  there  can  be  little  doubt  that  the 
middle  class  will  rapidly  recover  in  the  new  Germany. 

Marx  and  Engels  were  quite  right  in  assuming  that  the 
middle  class  constitutes  the  great  bulwark  of  the  present 
economic  order;  they  were  quite  right  in  assuming  that  if 
this  class  were  wiped  out,  capitalism  would  receive  a  body 
blow  which  it  might  not  be  able  to  survive ;  but  so  long  as 
the  middle  class  persists  and  finds  its  economic  interests 
rooted  in  the  present  economic  order,  capitalism  will  be 
difficult  to  overthrow. 

Nor  has  the  development  of  capitalism  resulted  in  the  im- 

i  See  Alvin  H.  Hansen’s  article  "  Industrial  Classes  in  the  United  States  in  1920,” 
in  the  Journal  of  the  American  Statistical  Association,  December,  1922. 
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poverishment  of  the  working  classes ;  on  the  contrary,  real 
wages  more  than  doubled  from  1850  to  1900,  and  so  far  as  the 
United  States  is  concerned,  real  wages  are  higher  today  than 
ever  before.  Marx  believed  that  under  capitalism  new  ma¬ 
chinery  was  being  introduced  so  rapidly  that  it  necessarily 
supplanted  labor,  creating  a  larger  and  larger  reserve  army  of 
unemployed,  thus  progressively  lowering  wages.  As  a  matter 
of  fact,  however,  the  increased  output  consequent  upon  the 
introduction  of  machinery  gave  rise  to  an  increased  demand 
for  products ;  and  the  increased  profits  due  to  the  cheaper 
machine  processes  stimulated  the  accumulation  of  capital  and 
resulted  in  the  building  and  operation  of  numerous  new  plants 
which  reabsorbed  the  labor  supply.  Thus  machinery  has  not 
in  the  end  displaced  labor,  but  has  instead  increased  the  mar¬ 
ginal  product  of  labor  and  thus  increased  real  wages. 

But  improved  conditions  do  not  in  themselves  prevent  the 
labor  movement  from  becoming  socialistic.  Labor  is  eager, 
as  are  all  groups  in  society,  to  get  all  that  it  can  for  itself, 
and  in  so  far  as  the  working  class  becomes  convinced  that 
socialism  will  offer  more  than  capitalism,  it  will  naturally  be¬ 
come  socialistic.  But  at  any  rate  a  revolutionary  overthrow 
of  capitalism  is  not  likely  in  a  democratic  society  in  which  the 
conditions  of  the  wage-earners  are  constantly  improving.  It 
was  a  violent  overthrow  of  capitalism  that  Marx  and  Engels 
predicted. 

Evolutionary  Socialism.  By  the  last  decade  of  the  nineteenth 
century  many  of  the  keener  minds  in  the  socialist  movement 
had  become  thoroughly  aware  that  the  tendencies  pointed  out 
by  Marx  were  not  working  out  as  predicted.  Moreover,  the 
socialist  movement  was  gaining  in  political  power  and  influ¬ 
ence,  and  it  was  perforce  being  pushed  into  a  practical  pro¬ 
gram  of  social  reform  such  as  labor  legislation,  social  insurance, 
and  taxation  reforms.  Thus  both  the  theory  and  the  practice 
of  socialism  were  becoming  evolutionary.  In  the  eighties  the 
Fabian  socialists  in  England  challenged  the  doctrines  of  Marx 
and  sponsored  a  gradual  reconstruction  of  society,  which, 
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however,  would  lead  toward  the  socialist  goal.  In  1894  the 
Austrian  economist  Bohm-Bawerk  wrote  a  crushing  criticism 
of  Marx’s  theory  of  value  and  distribution.  Since  Bohm- 
Bawerk’s  attack  no  one  has  ever  been  able  to  reconstruct 
the  Marxian  economic  system.  Finally  in  1899  Bernstein,  a 
German  socialist  writer,  openly  admitted  the  collapse  not  only 
of  the  Marxian  economic  theories  but  also  of  Marx’s  predic¬ 
tions  as  to  the  tendencies  of  capitalism.  In  France,  Jaures, 
the  outstanding  figure  of  the  French  socialist  movement  before 
the  war,  stood  for  an  evolutionary  program  of  social  reform. 
He  said  that  socialism  would  come  piecemeal,  so  gradually 
that  no  one  would  be  able  to  say  when  we  had  passed  from 
capitalism  to  socialism.  Thus  political  socialism  ceased  to 
look  forward  to  a  final  revolutionary  overthrow  of  capitalism. 
It  buckled  down  to  a  program  of  social  reform  which  it  was 
believed  would  finally  lead  to  socialism. 

Syndicalism.  In  the  meantime,  however,  there  developed  a 
new  revolutionary  movement  —  syndicalism.  It  had  its  origin 
in  France  in  the  decade  of  the  nineties.  Its  essential  philos¬ 
ophy  contained  elements  derived  in  part  from  anarchism,  in 
part  from  socialism,  and  in  part  from  trade-unionism.  Unlike 
the  socialist  movement,  it  was  antipolitical  in  its  methods,  and 
placed  its  reliance  upon  sporadic  strikes,  the  general  strike, 
and  sabotage  (a  method  which  involves  staying  on  the  job 
but  interfering  by  slovenly  work  or  destructive  acts  with  the 
profits  of  the  employer,  thus  forcing  him  to  come  to  terms). 
Unlike  the  current  trade-union  movement,  however,  it  did  not 
lay  the  emphasis  on  immediate  ends,  such  as  wages,  hours,  and 
conditions  of  work,  but  instead  on  revolutionary  ends,  a  radi¬ 
cal  reconstruction  of  society.  A  great  general  strike  was  finally 
to  bring  about  a  collapse  of  the  present  system.  In  its  place 
there  was  to  arise  a  new  society  which  was  to  consist  of  a  gen¬ 
eral  federation  of  syndicats,  or  trade  unions.  The  local  unions 
were  to  be  federated  into  city  federations;  local  unions  in 
different  parts  of  the  country  belonging  to  the  same  trade  or 
industry  were  to  be  federated  into  national  unions ;  and  finally 
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these  national  unions  and  the  city  federations  were  to  be  fed¬ 
erated  into  a  General  Federation  of  Labor.  This  in  part  was 
the  type  of  organization  already  existing  in  the  French  Gen¬ 
eral  Confederation  of  Labor.  Thus  the  existing  trade  unions 
were  to  be  the  growing  cells  from  which  would  spring  the  new 
social  order.  The  structure  was  already  developed,  ready  to 
assume  control  of  the  new  order.  Instead  of  a  bureaucratic 
socialist  state  controlling  all  industry,  each  industry  would 
be  controlled  and  managed  by  the  syndicat  or  syndicats  cov¬ 
ering  that  field  of  work.  But  the  ownership  would  inhere 
in  the  local  federations  of  syndicats  in  the  case  of  local  in¬ 
dustries,  and  in  the  general  federation  in  the  case  of  national 
industries. 

Syndicalism  is  thus  similar  to  anarchism  in  that  its  social 
structure  is  a  loose  decentralized  federation  of  more  or  less 
independent  units.  But  the  basic  unit  of  syndicalism  is  the 
trade  union.  All  society  is  thus  organized  from  the  standpoint 
of  the  producer.  With  anarchism,  on  the  other  hand,  there 
would  be  federations  (purely  voluntary)  for  all  sorts  of  pur¬ 
poses  —  federations  for  agricultural  and  industrial  production, 
and  federations  for  consumption  that  would  make  provision 
for  food,  fuel,  electricity,  and  dwellings. 

Guild  Socialism.  During  the  last  decade  guild  socialism  has 
developed  in  Great  Britain.  It  is  a  compromise  between  syndi¬ 
calism  and  political  socialism.  It  aims  to  retain  the  present 
state,  which  would  own  all  the  means  of  production.  But 
industrial  guilds  (including  all  manual  workers,  technicians, 
and  managers)  would  manage  the  several  industries;  thus, 
the  coal  miners’  guild  would  control  the  coal  industry,  the 
railway  guild  would  control  the  railroads,  and  so  on.  Prices 
would  be  controlled  by  the  state,  and  industry  would  be  taxed 
by  the  state  for  its  own  maintenance  and  the  provision  for 
public  services.  The  proceeds  remaining  after  the  payment  of 
this  tax  might  be  distributed  by  the  guild  to  its  members  on 
any  basis  it  saw  fit.  Another  school  of  guild  socialists  would 
substitute  the  "commune”  for  the  state ;  this  would  be  com- 
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posed  of  representatives  from  civic  organizations  and  from 
consumers’  and  producers’  guilds. 

Communism.  The  Russian  revolution  has  brought  to  the 
front  another  socialist  group,  who  call  themselves  communists 
to  distinguish  themselves  from  the  moderate  political  socialists. 
(Before  the  Russian  communists  were  established  in  power 
they  were  known  as  Bolsheviks,  "bolshevik”  meaning  the 
majority;  at  the  time  when  the  name  was  given  they  were 
the  majority  in  the  Russian  Social  Democratic  party.) 
They  are  extreme  and  revolutionary.  They  believe  that 
socialism  can  be  introduced  at  once  and  does  not  need  to 
wait,  even  in  such  backward  countries  as  Russia,  for  a  com¬ 
plete  development  of  capitalism.  They  believe  that  socialism 
cannot  be  established  without  disenfranchising  employers  and 
property-owners  and  introducing  a  "dictatorship  of  the  pro¬ 
letariat,”  or  propertyless  masses.  They  believe  in  the  expro¬ 
priation  of  property  by  the  state  without  compensation  to 
private  owners.  They  have  no  use  for  the  democratic  political 
state,  but  wish  to  establish  in  its  place  a  "soviet  republic.” 
The  soviet  state  consists  of  "soviets,”  or  councils  of  working¬ 
men  in  the  urban  districts  and  peasants  in  the  rural  districts, 
these  local  soviets  in  turn  being  represented  in  provincial  and 
regional  soviets,  and  these  in  turn  in  the  all-Russian  soviet. 
The  Russian  Communist  party,  in  spite  of  the  fact  that  it  has 
a  membership  of  only  some  600,000,  has  succeeded  in  retaining 
control  of  the  Soviet  government  since  the  autumn  of  1917. 
This  remarkable  feat  has  been  accomplished  by  the  following 
methods :  (1)  voting  by  show  of  hands  instead  of  by  secret  bal¬ 
lot,  (2)  disqualification  of  opposition  candidates  on  some  pretext 
or  other,  (3)  repression  of  opponents’  propaganda,  (4)  com¬ 
munist  control  of  press  and  schools,  (5)  ousting  of  noncommu¬ 
nist  trade-union  officials  and  substitution  of  communists, 

(6)  ousting  of  noncommunist  officials  of  cooperative  societies 
and  placing  communists  in  control  of  the  central  organization, 

(7)  officering  the  army  by  communists,  (8)  opening  military 
schools  only  to  communists,  (9)  the  Terror,  by  which  internal 
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foes  of  the  government  (particularly  those  in  sympathy  with 
foreign  intervention)  were  ruthlessly  suppressed. 

The  Russian  communists  immediately  proceeded  to  nation¬ 
alize  the  land,  but  the  peasants  were  given  "possession”  of  it 
for  use,  subject  only  to  a  levy  on  their  surplus  products.  Next 
they  proceeded  to  nationalize  the  factories,  the  mines,  and 
the  banks.  By  1919  the  process  of  nationalization  was  prac¬ 
tically  complete.  But  the  extreme  communism  of  this  first 
period  fell  down  on  three  counts:  (1)  it  failed  to  maintain 
such  capital  equipment  as  existed,  and  it  was  utterly  unable, 
except  in  sporadic  cases,  to  make  provision  for  new  capital 
equipment ;  (2)  it  failed  to  secure  the  effective  cooperation 
of  the  former  owners,  managers,  and  technical  experts ;  (3)  it 
failed  to  motivate  the  working  class  to  maintain  the  former 
level  of  personal  efficiency.  Moreover,  the  communists  were 
unable  to  import  much  machinery  and  railroad  equipment 
from  abroad,  at  first  because  they  were  engaged  in  a  war 
with  foreign  countries  on  several  fronts,  and  later  because  of 
the  reluctance  of  foreign  governments  and  capitalists  to  enter 
into  trade  relations  with  them.  So  long  as  the  government 
was  engaged  in  defending  the  revolution  against  foreign 
powers  the  peasant  classes,  constituting  the  overwhelming 
majority  of  the  population,  acquiesced  measurably  well  in  the 
communist  rule ;  but  as  soon  as  the  menace  of  foreign  inter¬ 
vention  disappeared  the  peasants  became  restless.  Under  the 
land  law  they  were  compelled  to  turn  all  their  surplus  products 
over  to  the  state.  This  policy  discouraged  production  on  the 
one  hand  and  resulted  in  secret  barter  on  the  other.  The 
peasants  demanded  a  repeal  of  the  law  conscripting  all  their 
surplus,  and  freedom  of  trade  so  that  they  could  dispose  of 
their  products.  This  the  communists  were  finally  compelled 
to  grant.  Moreover,  they  yielded  the  right  to  lease  land,  to 
hire  laborers,  and  to  inherit  a  limited  amount  of  property. 
Furthermore,  the  breakdown  of  factory  production  was  so 
great  that  to  get  needed  capital  and  increase  production  they 
were  finally  compelled  to  permit  a  partial  return  of  private 
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enterprise  except  in  transportation,  large  industry,  and  ex¬ 
port  trade.1  Concessions  were  also  granted  to  foreign  capital¬ 
ists.  Thus  private  enterprise  and  freedom  of  trade  have  to 
some  extent  again  been  introduced  in  spite  of  the  fact  that  the 
communists  still  control  the  government.  Private  enterprise 
obtains  in  agriculture,  in  small-scale  manufacturing  and  to  a 
considerable  extent  in  domestic  trade ;  but  the  bulk  of  the 
large  industries  are  organized  in  great  state  trusts.  The  new 
economic  policy,  with  its  partial  abandonment  of  communism, 
has  resulted  in  marked  improvement  in  production.  It  is  said 
that  the  real  wages  of  Russian  labor  are  equal  to  about  one 
third  that  of  American  labor,  but,  on  the  other  side,  it  is  to 
be  noted  that  an  extensive  system  of  social  insurance  has  been 
introduced  for  the  protection  of  the  wage-earner.  The  rela¬ 
tively  better  condition  of  the  urban  wage-earners  compared 
with  the  condition  of  the  peasants  has  drawn  a  large  number 
to  the  cities  and  created  a  serious  unemployment  problem. 
The  prices  of  farm  products  have  been  inordinately  low  com¬ 
pared  with  the  prices  of  manufactured  goods  and  this  malad¬ 
justment  has  created  a  difficult  problem. 

Socialism  and  Communism  Contrasted.  The  democratic  so¬ 
cialist  parties  of  northern  and  western  Europe  which  belong 
to  the  Socialist  International  are  by  no  means  in  agreement 
with  the  Russian  communists ;  they  differ  from  them  on  the 
following  specific  points :  (1)  The  socialists  believe  in  political 
democracy,  in  universal  suffrage,  and  in  the  rule  of  majorities ; 
they  are  therefore  opposed  to  the  dictatorship  of  a  small 
militant  minority  such  as  that  established  in  Russia  by  the 
communists.  (2)  The  socialists  favor  representative  govern¬ 
ment  which  is  based  on  geographical  representation;  the 
communists  favor  the  soviet  system  of  government.  (3)  The 
socialists  do  not  believe  that  it  is  feasible  to  nationalize  all 
industries  at  once ;  they  believe  that  the  public  administration 

1  The  leading  government  industries  are  "transportation,  textile,  metal,  mining, 
electrical,  fuel,  lumber,  chemical  and  construction.”  See  Harry  W.  Laidler’s  A  His¬ 
tory  of  Socialist  Thought,  p.  503. 
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of  industry  is  such  a  difficult  and  complex  undertaking  that  it 
must  be  entered  upon  piecemeal.  (4)  The  socialists  do  not 
believe  in  expropriation  of  private  property  without  com¬ 
pensation.  As  an  industry  becomes  nationalized  or  munici¬ 
palized  they  expect  to  make  full  compensation  to  the  private 
owners,  perhaps  through  the  issue  of  government  or  municipal 
bonds.  In  the  end,  however,  private  property  in  the  form  of 
investments  will  gradually  disappear  under  the  continuous 
pressure  of  inheritance  and  income  taxes.  (5)  The  socialists 
do  not  believe  it  is  desirable  to  eliminate  completely  the  free¬ 
dom  to  engage  in  private  enterprise.  Only  in  the  case  of  the 
great  industries  and  municipal  utilities,  which  are  naturally 
monopolistic,  do  they  intend  to  exclude  private  enterprise. 
They  do,  however,  wish  public  enterprises  or  consumers’ 
cooperative  societies  to  engage  in  all  fields  and  freely  compete 
with  private  enterprise,  and  they  believe  that  in  such  a 
situation  private  enterprise  will  in  the  end  become  relatively 
unimportant. 

There  is  much  difference  between  socialists  as  to  whether 
there  should  or  should  not  be  complete  equality  in  the  dis¬ 
tribution  of  income.  There  are  many  moderate  socialists  who 
believe  that  it  is  necessary  to  have  unequal  rewards  in  order 
to  secure  the  effective  cooperation  of  persons  with  superior 
ability.  In  actual  fact,  since  the  socialists  would  undertake 
to  socialize  industry  piecemeal,  they  would  be  compelled  in 
the  transition  stage  to  adopt  unequal  rewards.  Nevertheless 
the  tendency  in  socialist  theory  is  toward  a  system  of  equality. 

Socialism  and  Capitalism.  In  view  of  the  changing  charac¬ 
ter  of  communism  in  Russia  and  the  weakness  of  communist 
parties  in  the  countries  of  western  and  northern  Europe,  the 
socialist  program  appears  to  be  the  only  possible  alternative 
to  a  capitalistic  order.  It  is  clear  that  the  capitalist  order  is 
itself  becoming  more  and  more  subject  to  social  control,  and 
that  the  distribution  of  wealth  and  income  is  subject  to  pro¬ 
found  modification  through  the  application  of  progressive 
income  and  inheritance  taxes. 
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The  changes  in  taxation  and  social  control  that  have  taken 
place  in  the  last  few  decades  go  far  to  justify  the  description 
of  the  present  order  as  a  socialized  capitalism.  Yet  it  is  still 
a  capitalist  order  so  long  as  private  ownership  and  private 
management  are  the  rule.  Whether  or  not  the  function  of 
government  will  continue  to  expand  until  the  social  order  may 
properly  be  described  as  a  socialist  one,  it  is  impossible  for 
anyone  to  predict.  But  at  any  rate  it  is  clear  that  there  is  a 
vast  difference  between  a  system  of  private  property  and 
private  enterprise  subject  to  extensive  social  control  and  a 
system  in  which  public  property  and  public  enterprise  is  the 
rule.  It  is  one  thing  to  expect  a  certain  amount  of  social  con¬ 
trol  in  private  enterprise  and  property,  and  it  is  quite  a  dif¬ 
ferent  thing  to  undertake  actively  the  public  administration 
of  all  the  hundreds  of  thousands  of  factories,  shops,  and  farms. 
The  program  of  socialization  is  by  no  means  an  easy  one. 
Some  of  the  most  fundamental  difficulties  may  be  outlined  for 
brief  consideration. 

Difficulties  facing  Socialism.  1.  Will  a  socialist  society  be 
able  to  accumulate  capital  as  efficiently  as  the  present  order  ? 
Will  it  be  able  to  make  adequate  provision  not  only  for  the 
replacement  of  worn-out  equipment  but  for  additional  capi¬ 
tal?  Without  replacement  the  entire  capital  equipment  of  a 
country  would  be  exhausted  in  a  very  few  years.  It  is  scarcely 
conceivable  that  any  order  could  make  better  provision  for 
capital  accumulation  than  the  present  order ;  yet  even  under 
the  present  order  the  great  masses  of  people  save  relatively 
little.  Is  it  likely  that  the  masses  can  effectively  save  col¬ 
lectively  when  they  have  not  demonstrated  their  ability  to 
do  so  individually?  Socialists  contend  that  under  the  new 
order  incomes  would  be  greater,  and  this  would  make  possible 
more  saving.  Of  course  no  one  knows  that  incomes  would  in 
fact  be  greater,  but  even  a  very  great  increase  in  income  is 
readily  absorbed  in  a  higher  scale  of  expenditure'  without  any 
appreciable  increase  in  saving.  Socialists  point  to  corporate 
surpluses  as  an  example  of  the  manner  in  which  capital  will 
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be  saved  under  socialism,  but  it  must  be  remembered  that 
these  corporate  savings  have  been  accumulated  under  the 
stimulus  of  private  profit. 

2.  Will  a  socialist  society,  with  its  tendency  toward  equality 
in  distribution,  be  able  to  motivate  men  with  ability  as  ef¬ 
fectively  as  does  the  existing  order  ?  The  existing  order  offers 
large  rewards  for  superior  ability.  To  be  sure,  it  would  be  very 
far  from  the  truth  to  say  that  rewards  are  accurately  propor¬ 
tionate  to  ability  in  the  existing  order.  Moreover,  it  must  be 
admitted  that  although  under  existing  conditions  able  men 
demand  high  earnings,  it  does  not  necessarily  follow  that  they 
would  withhold  their  services  if  lower  rewards  were  offered 
in  a  society  where  there  were  no  better  alternative  opportuni¬ 
ties.  Leadership  is  to  a  great  extent  its  own  reward.  Private 
enterprise,  however,  demands  resourcefulness,  initiative,  and 
close  attention  to  detail  to  a  degree  not  likely  to  be  equaled 
by  a  socialist  order. 

3.  Will  a  socialist  society  be  able  to  get  as  much  work  out 
of  wage-earners  generally  as  does  the  existing  order  ?  The  his¬ 
tory  of  self-governing  workshops  —  a  very  extensive  one  both 
in  England  and  the  United  States  —  is  far  from  favorable  on 
this  point.  Nor  is  the  experience  of  municipal  or  national  gov¬ 
ernments  with  their  employees  encouraging.  The  post-office 
service  (if  we  except  the  numerous  small  sinecure  offices)  ap¬ 
pears,  however,  to  have  attained  a  high  grade  of  efficiency  in 
the  United  States ;  but  the  postal  employees  do  not  control 
the  administration,  whereas  under  socialism  the  whole  body 
of  public  employees  would  control  the  government.  Would 
it  be  likely  that  such  a  government  could  impose  hard  and 
rapid  work  on  its  constituency  ? 

4.  Will  a  socialist  society  be  able  to  secure  as  effective  ad¬ 
ministration  of  industry  as  private  enterprise  ?  It  is  clear  that 
there  will  necessarily  arise  a  wide  divergence  of  opinion  among 
the  members  of  a  socialist  society  as  to  what  might  be  done 
and  how.  There  will  always  be  a  powerful  minority  trying  to 
discredit  the  majority  group  and  oust  them  from  control.  Now 
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a  private  corporation  has  this  advantage  :  it  can  always  carry 
out  its  policy  in  a  single-minded  and  consistent  fashion.  If 
the  minority  stockholders  do  not  like  it,  they  have  only  the 
recourse  of  selling  out  and  starting  a  new  business  of  their 
own.  Would  not  a  socialist  society  always  be  hampered  in 
its  administration  of  industry  by  the  squabbling  of  conflict¬ 
ing  groups  ? 

5.  Will  a  socialist  society  be  able  to  place  all  grades  of 
workers  in  the  various  occupations  as  effectively  from  the 
standpoint  of  finding  the  fit  job  for  the  right  man,  and  at  the 
same  time  leave  each  individual  as  much  freedom  of  choice  in 
the  matter  of  occupations  as  does  the  present  order?  A  so¬ 
cialist  society  will  certainly  have  majorities  and  minorities. 
Will  not  the  majority  seek  to  take  all  the  more  desirable 
places  regardless  of  merit?  To  be  sure,  in  the  present  order 
rich  men’s  sons  are  often  given  desirable  positions  for  which 
they  are  unfit ;  yet  an  organization  that  goes  very  far  in  that 
direction  is  apt  to  find  itself  beaten  by  a  more  vigorous  and 
efficient  competitor. 

6.  Will  a  socialist  society  be  able  to  allocate  the  productive 
forces  of  society  in  the  different  channels  of  production  more 
effectively  than  the  present  order  ?  In  other  words,  will  it  be 
able  to  substitute  a  better  guide  for  production  than  market 
price,  or  might  market  price  itself  prove  a  safer  guide  for  pro¬ 
duction  under  a  socialist  society,  with  more  equal  distribution 
of  incomes  ?  Market  price  is  certainly  not  an  ideal  guide  for 
production.  The  demands  of  not  only  the  rich,  but  of  all  classes 
above  the  poverty  line,  turn  a  considerable  amount  of  our  energy 
toward  the  production  of  goods  and  services  almost  completely 
lacking  in  social  utility,  simply  because  they  have  the  money 
and  furnish  the  demand.  There  can  be  no  doubt  that  market 
price  can  be  an  ideal  guide  for  production  only  in  a  society 
which  utilizes  its  incomes  in  a  wise  manner.  But  a  society 
with  an  equal  distribution  of  income  may  also  conceivably 
utilize  its  income  foolishly  and  wastefully.  This  is  finally,  then, 
a  question  of  education.  A  wiser  expenditure  of  income  by  all 
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classes  in  society  is  sadly  needed.  Nevertheless  all  modern 
societies  are  striving  to  attain  greater  equality  in  distribution, 
believing  that  a  more  effective  utilization  of  income  will 
follow  for  society  as  a  whole. 

Waste  in  the  Present  Order.  On  the  other  hand,  we  cannot 
be  blind  to  the  fact  that  the  present  order  is  very  far  from 
perfect.  Not  only  does  it  present  serious  inequality  in  the  dis¬ 
tribution  of  wealth  and  income ;  in  the  field  of  production  also 
grave  deficiencies  are  not  hard  to  find.  Herbert  Hoover,  as 
Secretary  of  Commerce,  has  Outlined  succinctly  the  leading 
wastes  of  which  our  competitive  order  is  guilty.  His  state¬ 
ment,  in  part,  is  as  follows : 

"  I  wish  to  make  it  clear  that  in  speaking  of  waste,  I  do  not 
mean  waste  in  the  sense  of  willful  waste,  but  economic  waste, 
which  is  the  natural  outgrowth  of  a  competitive  system.  I  do 
not  mean  the  waste  that  any  single  individual  can  correct  by 
his  own  initiative,  but  the  waste  that  can  only  find  remedy  in 
collective  action.  Our  industrial  and  distribution  services  are 
individually  of  the  highest  efficiency  in  the  world.  It  is  in 
their  collective  action  that  we  can  find  progress. 

"The  kinds  of  waste  that  cause  costly  losses  may  be  partly 
catalogued. 

"1.  Waste  from  speculation,  relaxation  of  effort,  and  ex¬ 
travagance  of  booms,  with  the  infinite  waste  from  unemploy¬ 
ment  and  bankruptcy,  which  comes  with  the  inevitable  slump. 

"2.  Waste  from  excessive  seasonal  character  of  production 
and  distribution. 

"3.  Waste  caused  through  lack  of  information  as  to  national 
stocks  of  production  and  consumption  with  its  attendant  risk 
and  speculation. 

"4.  Waste  from  lack  of  standards  of  quality  and  grades. 

"5.  Waste  from  unnecessary  multiplication  of  terms,  sizes, 
varieties. 

"6.  Waste  from  the  lack  of  uniformity  of  business  practices 
in  terms  and  documents,  with  resultant  misunderstandings, 
frauds,  and  disputes. 
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"7.  Waste  due  to  deterioration  of  commodities. 

"8.  Waste  due  to  inadequate  transportation  and  terminals, 
to  inefficient  loading  and  shipping,  and  unnecessary  haulage. 

"9.  Waste  due  to  disorderly  marketing,  particularly  of  per¬ 
ishables,  with  its  attendant  gluts  and  famines. 

"  10.  Waste  due  to  too  many  links  in  the  distribution  chain, 
and  too  many  chains  in  the  system. 

"11.  Waste  due  to  bad  credits. 

"12.  Waste  due  to  destructive  competition  of  people  who 
are  in  fact  exhausting  their  capital  through  little  understand¬ 
ing  of  the  fundamentals  of  business  in  which  they  are  engaged. 

"13<  Waste  due  to  enormous  expenditure  of  effort  and 
money  in  advertising  and  sales-promotion  effort,  without 
adequate  basic  information  on  which  to  base  sales  production. 

"  14.  Waste  due  to  unfair  practices  of  a  small  minority. 

"  15.  A  multitude  of  wastes  in  use  of  materials,  in  unneces¬ 
sary  fire  destruction,  in  traffic  accidents  and  many  other 
directions. 

"These  wastes  are  not  the  small  change  of  industry  and 
commerce.  There  is  scarcely  a  step  in  this  accomplishment  of 
squeezing  out  waste  which  does  not  interpret  itself  in  millions 
of  dollars  of  annual  saving. 

"The  work  of  the  department  during  the  last  four  years 
has  demonstrated  that  there  is  a  vast  importance  to  these 
wastes.  I  am  disposed  to  agree  with  a  recent  report  of  the 
engineering  council  that  they  amount  in  many  lines  to  25  or 
30  per  cent  of  the  cost  paid  by  the  consumer  or  producer. 
They  cannot  all  be  corrected  and  where  progress  can  be  made 
it  is  only  through  toilsome  building  step  by  step  in  a  thousand 
places,  and  always  and  only  through  the  cooperation  of  well- 
disposed  trade  and  industry,  and  through  a  wider  under¬ 
standing  of  the  problems  involved,  and  the  coordination  of 
effort  necessary  to  secure  results." 

Value  and  Distribution  in  a  Socialist  Order.  One  other  ques¬ 
tion  remains  to  be  considered.  Should  a  socialist  society  ever 
be  established,  would  there  be  any  need  to  formulate  principles 
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relating  to  value,  price,  and  distribution  ?  Would  such  a  society 
be  one  in  which  the  products  would  be  allocated  by  some 
central  authority,  or  would  it  produce  commodities  for  ex¬ 
change  at  a  value  or  price?  Thoroughgoing  state  commu¬ 
nism  would  presuppose  the  former,  but  socialism  would  not. 
If  there  is  to  be  such  a  system  as  exchange  and  price,  it  is 
clear  that  the  principles  of  price  and  value  will  be  fully  as 
important  as  in  the  present  order.  A  socialist  society  would 
probably  seek  to  establish  a  price  corresponding  to  the  cost 
of  production.  But  to  ascertain  this  cost  of  production  would 
be  as  intricate  a  subject  under  a  socialist  order  as  under  the 
present  order.  Certain  socialists  who  adhere  to  the.  labor 
theory  of  value  contend  that  the  cost  can  be  measured  by  the 
hours  of  labor  required  to  produce  the  commodity.  But  it 
takes  widely  different  numbers  of  hours  to  produce  a  bushel  of 
wheat  in  Kansas,  in  Montana,  and  in  New  York.  Economic 
rent  thus  emerges  under  a  socialist  order  as  truly  as  under 
the  present  order. 

Nor  is  the  matter  in  other  respects  as  simple  as  the  labor- 
value  theorists  indicate.  An  oak  tree  three  hundred  years  old 
and  a  bushel  of  tomatoes  may  both  be  produced  by  the  same 
number  of  hours  of  labor ;  but  in  the  case  of  the  oak  tree  the 
product  does  not  emerge  for  three  hundred  years,  whereas  in 
the  case  of  the  tomatoes  it  emerges  in  a  few  weeks.  One  in¬ 
volves  putting  in  labor  for  which  there  is  no  return  for  three 
hundred  years.  To  put  labor  to  work  at  something  for  which 
you  can  get  no  return  for  three  hundred  years  is  certainly  a 
cost  to  a  socialist  society  as  well  as  to  private  individuals  — - 
a  cost  of  waiting  in  addition  to  the  cost  of  labor  involved. 
The  same  argument  will,  of  course,  apply  to  all  products 
made  by  elaborate  machinery  and  plant.  A  socialist  govern¬ 
ment  could  not  place  on  a  parity  two  products  of  which  one 
requires  a  capital  outlay  of  $5,000,000  and  the  other  an  outlay 
of  $5000,  even  though  the  same  labor  (including  the  pro  rata 
share  of  the  labor  cost  of  constructing  the  capital  equipment) 
were  required  in  both  cases.  Capital  is  scarce,  and  if  one  in- 
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dustry  gets  more,  another  gets  less.  Thus  interest  emerges  in 
a  socialist  society,  and  the  cost  accountants  will  have  to  con¬ 
sider  it  in  determining  the  prices  of  different  goods.  The  con¬ 
clusion  is  inevitable  that  principles  of  value  applicable  to  the 
present  order  would  also  apply  in  large  part  to  a  socialist  order. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  The  English  Wholesale  Cooperative  Society  owns  and  operates  a 
considerable  number  of  manufacturing  establishments.  Its  main 
business,  however,  is  to  supply  goods  at  wholesale  for  the  local  con¬ 
sumers’  cooperative  stores.  Suppose  all  manufacturing  were  brought 
under  the  control  of  the  cooperative  movement.  Would  interest  be 
eliminated?  profits?  rent?  Explain.  Would  a  society  with  a  uni¬ 
versally  developed  codperative  system  be  more  nearly  like  capitalism 
or  like  socialism?  What  points  of  similarity  would  it  have  to  each? 
Would  such  a  society  have  as  great  difficulty  with  respect  to  capital 
accumulation,  efficient  management,  and  discipline  of  labor  as  social¬ 
ism  would  have  ?  Explain. 

2.  "Higher  real  wages  for  the  skilled  labor,  together  with  the 
increasing  accumulation  of  property  by  wage-earners,  will  be  likely  to 
prevent  the  socialist  parties  from  attaining  a  majority .  Discuss. 

3.  "Should  socialists  actually  gain  majority  control  of  Parliament 
in  England  for  any  considerable  period,  they  are  likely  to  find  socializa¬ 
tion  of  property  ineffective.  They  are  not  likely  to  go  far  in  this  direc¬ 
tion,  but  will  then  fall  back  upon  the  taxing  power  of  the  state.  The 
net  effect  will  be  a  socialization  of  income  instead  of  a  socialization  of 
property.”  Do  you  agree?  Why,  or  why  not? 

4.  After  the  war  the  railroad  unions  sponsored  the  so-called  Plumb 
Plan,  which  provided  for  the  nationalization  of  the  railroads  and  the 
leasing  of  them  to  a  corporation  managed  by  fifteen  directors,  five 
appointed  by  the  president  of  the  United  States,  five  elected  by  the 
railroad  managers,  and  five  elected  by  the  railroad  workers.  Which 
form  of  socialism  does  this  plan  resemble? 

5.  What  is  the  fundamental  distinction  between  the  trade-union 
philosophy  and  the  socialist  philosophy  ? 

6.  Distinguish  between  the  philosophy  of  the  single-tax  and  the 
philosophy  of  socialism. 


CHAPTER  XXXIII 


SOME  ECONOMIC  ASPECTS  OF  TAXATION 

Government  Finance  and  Economic  Principles.  The  study  of 
the  financial  operations  of  governments  is  called  public  finance. 
From  the  administrative  point  of  view  we  may  regard  any 
governmental  organization  as  a  business  undertaking.  As  such 
it  bears  many  resemblances  to  a  private  business.  Systems  of 
accounting  and  control  must  be  established,  labor  and  com¬ 
modities  must  be  purchased  and  applied  to  the  production 
of  other  goods  and  services,  income  and  expenditure  must 
be  balanced,  and  the  personnel  of  the  working  force  must 
be  organized  and  directed.  Moreover,  many  of  the  impor¬ 
tant  economic  principles  (the  principle  of  diminishing  re¬ 
turns,  for  example)  which  must  be  observed  by  the  private 
business  are  also  significant  for  the  conduct  of  governmental 
business.  On  the  other  hand,  there  are  important  differences 
between  private  business  and  governmental  business.  Private 
business  seeks  the  highest  total  profit  as  its  goal ;  the  govern¬ 
ment  seeks  the  maximum  public  welfare.  The  income  of 
private  business  is  derived  from  the  sale  of  commodities  or 
services ;  the  income  of  a  governmental  organization  is  chiefly 
derived  from  taxes  imposed  on  private  wealth  and  incomes. 
It  is  a  relatively  easy  matter  for  the  manager  of  private  busi¬ 
ness  to  determine  whether  it  is  profitable  to  produce  a  given 
commodity  or  service,  but  it  is  not  always  possible  to  discover 
whether  a  given  governmental  service  is  worth  what  it  costs 
the  taxpayers. 

From  the  social  point  of  view  governmental  business,  or, 
more  briefly,  "the  government,”  may  be  looked  on  as  a  means 
for  accomplishing  certain  ends  which  we  have  decided  should 
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be  taken  from  the  hands  of  private  business,  or  for  the  pro¬ 
vision  of  certain  services  which  no  private  business  would  find 
it  profitable  to  carry  on.  The  rule  of  private  business  is  that 
only  those  commodities  and  services  will  be  produced  for 
which  the  consumers  are  willing  and  able  to  pay  a  price  at 
least  sufficient  to  cover  costs  of  production.  But  certain 
necessary  public  services,  such  as  military  protection  and  the 
maintenance  of  law  and  order,  cannot  be  provided  by  a  private 
concern,  or  at  least  they  will  not  be  provided  in  a  satisfactory 
manner.  Another  rule  of  private  business  is  that  only  those 
who  are  able  and  willing  to  pay  the  necessary  price  will  be 
provided  with  the  commodity  or  service.  But  there  are  many 
services,  such  as  elementary  education,  sanitation,  police  pro¬ 
tection,  and  the  public  highways,  which  we  believe  should  be 
available  to  everyone  regardless  of  his  ability  to  pay ;  hence 
we  turn  these  services  over  to  governments,  in  whose  hands 
they  are  provided  for  the  use  of  everyone  who  may  properly 
be  said  to  require  them,  and  their  cost  is  met  by  taxation. 
There  are  exceptions  to  this  rule  (as  we  shall  see  later)  when 
the  users  of  the  certain  governmental  services  are  required 
to  pay  all  or  a  part  of  the  costs  of  providing  them. 

When  the  government  renders  a  service  which  is  offered 
without  charge  to  all  who  may  require  it  and  then  raises  the 
funds  to  defray  its  cost  by  a  levy  on  the  wealth  and  income 
of  the  citizens,  it  usually  happens  that  the  distribution  of  the 
wealth  and  income  of  the  people  is  affected  to  a  greater  or  less 
extent.  Private  incomes  are  very  unequally  distributed,  and 
the  same  thing  is  true  of  private  wealth.  Many  people  who 
require  large  amounts  of  governmental  service  are  unable  to 
pay  proportionate  amounts  of  taxes ;  they  receive  proportion¬ 
ately  more  from  the  government  than  they  contribute  in  taxes. 
Others,  who  own  large  amounts  of  wealth  or  receive  large  in¬ 
comes,  contribute  proportionately  more  to  the  cost  of  main¬ 
taining  the  government  than  they  receive  from  it  in  services. 
It  must  be  noted  that  the  difference  between  contribution  and 
benefits  received  is  relative.  The  receiver  of  a  large  income 
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could  not  do  without  governmental  service ;  his  income  would 
vanish  were  it  not  for  the  activities  of  the  state ;  in  a  certain 
sense  it  is  therefore  correct  to  say  that  his  entire  income  de¬ 
pends  upon  such  governmental  services  as  the  maintenance  of 
laws  controlling  the  use  of  property.  He  does  not  contribute 
absolutely  as  much  to  the  support  of  government  as  it  is 
worth  to  him ;  but  he  contributes  in  most  cases  relatively 
more  than  the  receiver  of  a  small  income,  whose  well-being 
is  likewise  completely  dependent  upon  state  activities.  Since 
the  effect  of  governmental  services  under  our  present  system 
is  to  cause  some  to  contribute  relatively  more  than  the  relative 
benefits  received  by  them  and  others  to  contribute  less,  we  see 
that  taxation  has  an  important  effect  on  the  distribution  of 
wealth  and  income. 

The  Nature  of  a  Tax.  A  tax  is  defined  as  a  compulsory  pay¬ 
ment  collected  by  the  government  from  individuals  and  cor¬ 
porations,  without  reference  to  benefit,  for  the  support  of 
governmental  operations. 

In  the  first  place,  a  tax  is  a  compulsory  payment.  Some¬ 
times  the  government  offers  goods  for  sale  in  the  market  like 
any  other  seller.  Those  who  wish  may  avail  themselves  of 
these  goods  by  paying  the  price ;  those  who  do  not  wish  to 
do  so  may  escape  payment.  Such  governmental  charges  are 
prices  and  not  taxes. 

In  the  second  place,  a  tax  is  always  collected  for  the  sup¬ 
port  of  governmental  functions,  the  courts  having  consistently 
held  that  the  power  of  taxation  may  not  be  employed  to  pro¬ 
vide  subsidies  which  merely  enrich  some  individuals  at  the 
expense  of  the  general  body  of  taxpayers.  The  objects  upon 
which  tax  money  is  expended  must  always  be  "public  pur¬ 
poses.”  They  must  always  be  objects  that  contribute  to  the 
general  welfare  of  the  community.  Under  ordinary  circum¬ 
stances  it  would  not  be  legal  to  levy  a  tax  for  the  purpose  of 
building  a  house  for  a  particular  person,  since  the  service 
derivable  from  the  house  would  benefit  the  person  to  whom 
it  was  given  without  benefiting  the  community  at  large. 


SOME  ECONOMIC  ASPECTS  OF  TAXATION  625 

Public  services,  such  as  good  roads,  education,  and  police, 
are  paid  for  by  taxation  because  they  confer  a  general  benefit 
on  all  the  people.  The  gain  of  individuals  from  these  services 
is  either  incidental  to  the  public  benefit  or  it  is  received  by 
individuals  as  members  of  a  community  in  common  with  all 
other  persons  in  the  community. 

In  the  third  place,  a  tax  which  has  been  legally  imposed 
must  be  paid  by  the  individual  regardless  of  the  benefit  he 
may  receive  from  its  expenditure.  A  wealthy  taxpayer  cannot 
refuse  to  support  the  public  schools  because  he  has  no  children 
to  send  to  them;  nor  can  he  get  his  taxes  reduced  on  the 
ground  that  the  benefit  which  the  school  system  confers  on 
him  or  his  property  is  not  proportionate  to  the  amount  of 
his  taxes. 

Nontax  Revenue.  A  certain  amount  of  revenue  is  raised  by 
governments  from  sources  other  than  taxation.  These  nontax 
sources  may  be  classified  as  follows :  (1)  prices  (that  is,  re- 
4  ceipts  from  commercial  enterprises),  (2)  fees,  (3)  special  assess¬ 
ments,  and  (4)  fines  and  penalties. 

The  term  "prices”  applies  to  revenues  received  by  the  gov¬ 
ernment  from  the  sale  of  commodities  and  services.  The 
Federal  government  sells  lumber  from  the  national  forests 
and  power  from  its  hydroelectric  plants ;  city  governments 
often  own  and  operate  water  systems  and  charge  the  users 
according  to  the  amount  of  water  consumed.  Sometimes  these 
prices  are  essentially  the  same  as  the  prices  charged  by  private 
businesses.  Lumber  from  national  forests  is  sold  in  the  com¬ 
petitive  market  for  whatever  price  it  will  bring.  In  other  cases 
the  government  monopolizes  the  service  and  charges  prices 
that  may  be  either  above  or  below  the  prices  which  would 
prevail  if  there  were  competition.  Like  other  monopolists 
the  government  may  discriminate  between  different  users. 

A  fee  is  a  payment  imposed  on  individuals  by  the  govern¬ 
ment  in  respect  to  some  service  performed  by  it  for  the  benefit 
of  those  individuals.  It  differs  from  a  price  in  that  the  service 
for  which  it  is  charged  is  more  important  for  the  public  at 


626 


PRINCIPLES  OF  ECONOMICS 


large  than  is  the  service  for  which  a  "price ”  is  charged.  The 
service  is  usually  undertaken  by  the  government  for  the  pur¬ 
pose  of  regulation  and  control.  Typical  local  fees  are  those 
charged  for  the  inspection  of  building  plans,  boilers,  and  elec¬ 
trical  wiring  and  for  the  recording  of  deeds  to  real  property. 
The  amount  of  the  fee  should  not  exceed  the  cost  of  render¬ 
ing  the  service,  and  it  may  be  iess  than  the  cost ;  in  practice, 
however,  it  sometimes  exceeds  the  cost  of  the  service. 

A  special  assessment  is  a  kind  of  fee.  It  is  charged  when  a 
city  (it  may  be  imposed  by  other  governmental  organizations) 
improves  the  streets  or  parks.  It  is  paid  by  the  owners  of  the 
property  benefited  by  the  improvement.  Here  again  a  public 
purpose  is  involved,  and  therefore  it  is  proper  to  compel  the 
owners  of  all  taxable  property  to  contribute.  It  would  be  pos¬ 
sible  to  finance  street  improvements  out  of  money  raised  by 
taxation ;  but  since  it  is  generally  true  that  such  improvements 
confer  pecuniary  benefit  on  the  owners  of  adjacent  real  estate, 
a  special  charge  is  properly  collected  from  them.  In  certain 
instances,  of  course,  when  the  owner  of  the  real  estate  is  bene¬ 
fited  little  or  not  at  all,  all  or  a  part  of  the  cost  of  the  improve¬ 
ment  may  be  borne  by  the  taxpayers  at  large. 

Kinds  of  Taxes.  There  are  many  different  kinds  of  taxes. 
Everyone  is  familiar  with  the  local  taxes  on  real  estate  and 
personal  property  and  with  the  Federal  income  tax.  These 
are  all  direct  taxes.  On  the  other  hand,  there  are  many  taxes, 
such  as  customs  duties  and  the  duties  on  tobacco  and  other 
commodities,  which  are  indirect  taxes.  Direct  taxes  are  borne 
by  the  receivers  of  the  incomes  and  the  owners  of  the  property 
upon  which  they  are  levied ;  indirect  taxes  are  added  to  the 
prices  of  the  commodities  on  which  they  are  imposed  and  are 
borne  by  the  consumers  of  these  commodities. 

Another  classification  of  taxes  distinguishes  them  according 
to  the  base  upon  which  they  are  levied.  The  base  of  a  tax  is 
the  taxable  thing  according  to  the  quantity  of  which  the 
amount  of  the  tax  is  determined.  For  example,  the  base  of 
the  local  tax  on  real  property  is  commonly  the  sale  value  of  the 
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taxable  property.  If  the  sale  value  of  the  property  is  large 
the  tax  will  be  large ;  if  it  is  small  the  tax  will  also  be  small. 
In  the  United  States  taxes  are  principally  imposed  according 
to  the  following  bases:  (1)  the  value  of  real  estate,  (2)  the 
value  of  personal  property,  (3)  net  incomes,  (4)  gross  earn¬ 
ings,  (5)  commodities,  and  (6)  acts.  All  these  bases  are  self- 
explanatory  except  possibly  the  last.  Taxes  on  acts  comprise 
the  duties  payable  on  certain  legal  transactions  (such  as  the 
recording  of  wills  and  deeds),  on  powers  of  attorney,  on  the 
making  of  contracts,  and  the  like.  As  sources  of  revenue  they 
are  unimportant,  and  the  general  opposition  to  them  by  the 
public  indicates  that  they  will  remain  so. 

The  Incidence  of  Taxes.  When  a  tax  is  levied  upon  any  kind 
of  property  or  income  it  must  be  paid  by  the  owner  of  the  thing 
taxed.  But  the  owner  may  be  able  to  recover  the  tax  from 
someone  else  who  is  a  buyer  or  a  seller  of  the  taxable  thing. 
When  a  person  on  whom  rests  the  legal  obligation  to  pay  a 
tax  passes  it  on  to  someone  else,  he  is  said  to  shift  the  tax.  The 
person  who  finally  pays,  or  the  property  from  the  income  of 
which  the  tax  is  ultimately  deducted,  is  said  to  "bear”  the 
tax,  and  the  incidence  of  the  tax  is  said  to  be  either  on  this 
person  or  on  the  property  in  respect  to  which  the  tax  must 
be  paid. 

When  a  tax  is  imposed  on  producers’  capital  or  on  a  par¬ 
ticular  commodity,  it  may  have  effects  similar  to  those  that 
follow  from  an  added  cost.  For  example,  if  a  tax  is  imposed  on 
a  commodity  and  made  payable  by  the  producer,  it  may  be 
passed  on  to  the  consumer,  just  as  a  rise  in  wages  might  be. 
But  the  notion  that  all  taxes  on  business  or  on  incomes  from 
business  are  shifted  to  the  consumer  is  erroneous.  The  first 
condition  necessary  for  the  shifting  of  a  tax  is  that  there  shall 
be  some  untaxed  field  to  which  the  capital,  labor,  and  land 
subjected  to  the  tax  can  withdraw.  If  the  producers  of  cloth 
were  taxed  on  each  unit  turned  out,  the  only  method  by  which 
they  could  pass  the  tax  to  the  consumer  would  be  by  raising 
the  price.  This  would  cause  a  decline  in  sales,  and  unless  the 
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producers  were  prepared  to  accept  a  reduction  of  output  they 
would  not  be  able  to  shift  the  tax.  A  reduction  in  output  can 
come  in  two  ways :  the  factors  may  be  withdrawn  to  some 
field  where  taxes  are  lighter,  or  the  factories  may  run  at  less 
than  capacity.  If  the  former  method  is  open  to  the  producers, 
they  will  be  able  to  shift  the  entire  burden  of  the  tax  at  once ; 
if  it  is  not,  they  may  gain  an  advantage  by  curtailing  pro¬ 
duction,  raising  the  price,  and  waiting  for  the  natural  growth 
of  demand  to  absorb  the  entire  output  of  their  factories  again. 
The  two  methods  are  evidently  the  same,  for  the  latter  in¬ 
volves  for  its  success  the  exclusion  of  new  capital  and  the 
diversion  of  it  to  untaxed  fields.  Since  taxes  on  commodities 
usually  do  not  hit  many  sorts  of  goods,  most  of  them  can  be 
shifted  after  a  longer  or  shorter  period  of  time. 

It  is  said  that  a  tax  on  economic  rent  cannot  be  shifted  to 
the  consumer  of  the  products  of  the  land  which  yields  the 
rent ;  but  if  the  tax  is  imposed  on  the  rent  of  a  tract  of  land 
only  when  it  is  used  to  grow  wheat,  and  if  at  the  same  time 
the  owners  can  derive  approximately  as  great  a  return  by 
growing  some  other  crop,  the  tax  will  be  shifted.  The  tax 
reduces  the  rent  which  the  owners  receive ;  and  if  this  reduc¬ 
tion  is  so  great  that  they  can  obtain  larger  returns  from  their 
land  by  producing  some  other  crop,  they  will  produce  that 
crop  and  not  wheat.  The  supply  of  wheat  having  fallen  off, 
its  price  will  rise,  and  the  consumer  will  bear  the  tax.  But  if 
rents  from  all  the  uses  of  the  land  are  taxable,  the  tax  does 
not  affect  the  owner's  choice  of  products,  their  relative  sup¬ 
plies  will  remain  as  they  were  before  the  tax  was  imposed, 
and  the  tax  will  not  shift. 

In  the  second  place,  a  tax  which  hits  only  surpluses  cannot 
be  shifted.  By  a  surplus  we  mean  a  gain  in  excess  of  the  ex¬ 
penses  of  production,  including  imputed  expenses  for  the  entre¬ 
preneur’s  land,  capital,  labor,  and  management.  Fortuitous 
profits  above  the  marginal  cost  of  production,  good  and  bad 
years  taken  together,  may  be  taxed  away  without  affecting 
the  supply  of  the  commodity.  This  statement  does  not  mean, 
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of  course,  that  the  state  can  take  all  gains  from  investments 
in  excess  of  the  riskless  rate  of  interest :  a  part  of  these  sur¬ 
pluses  must  be  used  to  offset  unavoidable  losses. 

A  tax  on  net  income  usually  cannot  be  shifted  if  it  hits  all 
occupations  or  industries  alike.  Since  the  tax  does  not  increase 
or  decrease  with  the  amount  of  goods  produced  or  with  the 
amount  of  work  done  by  the  taxpayer,  but  with  the  net  re¬ 
ceipts  from  such  economic  activity,  the  individual  can  only 
escape  it  by  causing  his  net  income  to  decline.  This  no  one 
would  do  as  long  as  he  had  in  mind  the  maximization  of  his 
income ;  for  a  hundred  dollars  received  is  better  than  fifty 
dollars,  even  though  the  government  takes  10  or  20  per  cent 
of  either.  The  foregoing  reasoning  applies  to  corporations  as 
well  as  to  individuals.  It  is  possible  that  an  income  tax  at 
extremely  high  rates  would  deprive  the  taxpayers  of  so  large 
a  part  of  their  incomes  from  labor  and  capital  that  indus¬ 
triousness  and  saving  would  be  discouraged,  and  that  as  a 
result  the  social  income  would  be  reduced  and  the  distri¬ 
bution  of  that  income  changed.  But  these  effects  would  not 
prove  that  the  tax  had  been  shifted,  because  the  tax  would 
still  be  a  deduction  from  the  incomes  of  those  on  whom  it 
was  imposed. 

When  a  tax  hits  margins  it  is  more  likely  to  shift  than  when 
nonmarginal  incomes,  firms,  etc.  are  hit.  A  business  tax  that 
impinges  on  marginal  producers  in  any  field  will  drive  them 
out  of  that  field  if  there  is  any  other  to  which  they  can  go 
and  escape  the  tax.  But  even  though  the  tax  is  not  general, 
it  is  less  likely  to  be  passed  on  to  consumers  if  it  is  imposed 
on  firms  that  are  making  a  pure  profit.  These  firms  receive 
for  their  goods  a  price  that  more  than  covers  all  expenses 
(including  imputed  expenses  for  proprietors’  capital),  and 
they  will  be  less  likely  to  desert  the  taxed  trade  when  com¬ 
pelled  to  pay  a  tax  than  would  the  marginal  firm. 

A  tax  on  monopoly  revenue  cannot  be  shifted.  By  this  we 
mean  that  if  the  tax  subtracts  a  certain  percentage  from  the 
excess  above  cost  of  production  under  competitive  conditions 
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which  a  monopolist  receives  by  virtue  of  exclusive  control  of 
supply,  the  monopolist  cannot  compel  consumers  to  reimburse 
him.  By  assumption  the  monopolist  is  already  receiving  the 
price  which  will  yield  the  maximum  profit;  and  if  he  raises 
the  price,  his  maximum  net  income  will  be  reduced  and  he  will 
still  have  to  pay  the  tax  at  a  certain  percentage  rate  on  the 
monopoly  revenue.  On  the  other  hand,  if  the  tax  is  imposed 
on  the  commodity  produced  by  the  monopolist  and  if  he  is 
required  to  pay  it,  the  tax  will  probably  shift,  because  the 
monopolist,  like  any  other  producer,  can  withdraw  his  capital 
and  reduce  the  output.  He  can  thus  escape  part  of  the  tax 
and  at  the  same  time  raise  the  price  to  the  consumer.  The 
capital  withdrawn  can  be  invested  at  the  competitive  rate 
free  from  this  special  commodity  tax. 

The  details  of  the  process  of  shifting  are  very  complex. 
Here  we  have  only  attempted  to  set  forth  the  most  general 
principles.  A  tax  is  not  easily  shifted  (1)  when  it  is  universal 
—  when  it  hits  all  people  and  all  businesses  alike ;  (2)  when 
it  hits  net  income;  (3)  when  it  hits  surpluses  and  does  not 
impinge  on  margins. 

In  the  preceding  discussion  we  have  assumed  that  the  agents 
of  production  are  completely  mobile.  This  assumption  must 
now  be  qualified.  If  a  commodity  tax  is  imposed  on  producers 
they  may  bear  it  for  a  time  because  they  are  unable  to  change 
the  supplies  of  goods  which  they  are  bringing  to  market.  Their 
capital  may  be  highly  specialized,  or  their  land  not  easily 
turned  to  other  uses.  But  all  capital  wears  out  in  the  long  run, 
of  course,  and  when  the  wearing-out  process  has  begun  to  re¬ 
duce  the  supply  of  the  commodity  the  tax  will  begin  to  shift. 
Even  the  labor  of  the  proprietors  may  not  be  readily  adaptable 
to  other  types  of  production.  The  supply  of  the  product 
being  fixed,  there  is  no  method  by  which  they  can  force  the  tax 
on  the  consumer. 

The  ease  with  which  a  tax  on  commodities  can  be  shifted 
to  the  consumer  is  dependent  upon  the  elasticity  of  consumers’ 
demand  for  the  product.  If  the  demand  is  very  elastic,  it  may 
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require  a  large  reduction  of  supply  to  raise  the  price  by  the 
amount  of  the  tax ;  if  it  is  very  inelastic,  only  a  small  reduction 
will  be  necessary. 

A  tax  may  be  shifted  backward  as  well  as  forward ;  for 
example,  if  a  heavy  commodity  tax  is  imposed  on  the  pro¬ 
ducers  of  a  given  good,  they  will  try  to  pass  it  to  the  consumers 
by  reducing  output.  But  a  reduction  of  output  not  only  cur¬ 
tails  the  amount  of  the  finished  commodity;  it  also  curtails 
the  demand  for  labor  and  raw  materials.  If  the  labor  used 
in  making  the  commodity  can  easily  move  to  other  occupa¬ 
tions,  and  if  the  land  and  capital  with  which  the  raw  materials 
are  produced  can  easily  be  turned  to  other  uses,  then  the  con¬ 
sumer  will  have  to  pay  the  tax ;  but  if  the  labor  and  the  land 
are  not  industrially  mobile,  then  either  or  both  of  them  may 
be  compelled  to  submit  to  lower  returns  and  thus  be  compelled 
to  bear  part  of  the  burden  of  the  tax. 

Finally,  we  must  distinguish  between  the  shifting  of  a  tax 
and  its  effects  on  property  values  and  individual  wealth.  If  a 
very  heavy  tax  were  imposed  on  grocers  it  would,  under  ordi¬ 
nary  conditions,  be  shifted,  because  some  of  the  people  en¬ 
gaged  in  the  grocery  business  would  no  longer  be  able  to  meet 
their  costs  and  would  therefore  be  forced  to  withdraw.  In  the 
process  of  withdrawal  many  would  lose  money.  They  would 
be  forced  to  sell  their  fixtures  at  a  sacrifice,  to  abandon  such 
patronage  as  they  had  built  up,  and  to  seek  different  occupa¬ 
tions  at  lower  wages.  But  the  tax  might  still  be  shifted  in  its 
entirety  to  the  consumer.  Those  who  remained  would  be  able 
to  cover  their  costs,  including  the  tax,  and  the  prices  of  goods 
would  rise  enough  to  cover  the  tax  as  well  as  other  expenses. 
The  loss  sustained  by  the  owners  of  abandoned  grocery  stores 
would  be  an  effect  of  the  tax ;  its  incidence  would  still  be  on 
the  users  of  the  goods. 

The  Capitalization  of  Taxes.  When  a  tax  hits  a  durable  good, 
either  in  its  primary  incidence  or  ultimately,  it  tends  to  be 
capitalized.  This  phenomenon  can  be  illustrated  best  in  the 
case  of  land.  Let  us  assume  that  a  parcel  of  land  yields  $100 
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rent  annually  and  that  the  rate  of  interest  is  5  per  cent.  The 
land  will  then  be  worth  $2000.  Now  let  a  tax  of  $20  a  year 
be  imposed  on  the  rent.  The  rent  which  any  owner  can  count 
as  net  will  be  reduced  to  $80  and  the  value  of  the  land  to  $1600. 
To  put  the  same  calculation  in  another  way:  the  capital 
value  of  the  land  before  the  tax  was  levied  was  $2000 ;  the 
capital  value  of  the  tax  ($20  a  year  at  5  per  cent)  is  $400 ; 
this  amount  is  subtracted  from  the  original  sale  value  of  the 
land,  leaving  a  new  capital  value  of  $1600. 

The  first  condition  necessary  for  capitalization  has  already 
been  stated :  the  thing  taxed  must  be  durable.  If  it  is  not, 
if  supplies  are  constantly  coming  on  the  market,  these  sup¬ 
plies  will  be  checked  when  the  tax  is  imposed,  and  the  burden 
of  the  tax  will  be  passed  forward  to  the  consumer;  if  the 
durability  of  the  good  is  considerable  but  not  comparable  to 
land  or  to  land  improvements,  then  there  may  be  a  partial 
capitalization  of  the  tax.  The  second  condition  is  inequality. 
It  is  often  said  that  taxes  on  rent  are  always  capitalized,  but 
this  conclusion  is  hardly  justified  by  theoretical  reasoning. 
The  problem  turns  on  the  question  whether  after  the  tax  has 
been  imposed  the  first  purchaser  of  the  land  will  be  able  to 
compel  the  seller  to  accept  a  reduction  in  its  price  equal  to  the 
capitalized  value  of  the  tax.  The  investor  in  land,  like  any 
other  buyer  of  capital  goods,  seeks  to  put  his  money  where, 
other  things  being  equal,  it  will  earn  the  maximum  return.  If 
he  finds  that  land  has  been  subjected  to  a  new  tax  and  that 
other  permanent  producers’  goods  have  not,  he  will  be  able  to 
force  the  original  landowner  to  accept  the  loss  of  $400  by 
threatening  to  buy  other  property  not  affected  by  the  tax. 
Concretely,  he  will  say  to  the  landowner  that  he  can  invest 
$2000  in  machinery,  in  buildings,  or  in  merchandise  and  re¬ 
ceive  $100  annually  free  from  any  tax  deduction ;  and  if  all 
prospective  purchasers  of  land  have  the  same  opportunity  the 
landowner  will  be  compelled  to  accept  $1600  if  he  wishes  to 
sell.  On  the  other  hand,  if  the  prospective  purchaser  finds 
that  all  alternative  investments  are  affected  by  the  tax  to  the 
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same  extent  as  land  is,  he  will  be  unable  to  compel  the  land- 
owner  to  accept  $1600,  and  the  tax  will  not  be  capitalized. 

The  Amount  of  Taxation.  The  amount  of  taxation  imposed 
by  any  government  is  determined  in  large  part  by  the  amount 
of  its  expenditures,  but  not  all  the  money  receipts  of  any  gov¬ 
ernment  in  a  given  year  are  derived  from  taxes.  Part  ordina¬ 
rily  comes  from  fees,  part  from  public  enterprises  such  as 
waterworks  and  the  post  office,  and  part  from  loans.  That 
the  first  two  constitute  independent  sources  of  revenue  is 
easily  understood.  Loans,  on  the  other  hand,  appear  to  be 
mere  anticipations  of  revenue  from  taxation  or  from  nontax 
receipts.  This  is  usually  the  case  when  borrowing  takes  place 
for  the  purpose  of  financing  permanent  improvements  such 
as  public  buildings,  roads,  sewers,  and  waterworks :  the  gov¬ 
ernment  borrows  to  obtain  immediate  funds,  and  the  bonds 
which  it  issues  are  later  retired  by  payments  from  the  charges 
made  to  consumers  or  by  funds  raised  by  taxation.  When 
loans  are  made  to  meet  the  expenditures  arising  from  emer¬ 
gencies  such  as  wars,  governments  frequently  attempt  to  wipe 
out  at  least  part  of  the  indebtedness  by  taxation  when  the 
emergency  is  past.  But  they  do  not  always  do  so;  hence 
borrowing  for  these  purposes  may  cause  an  increase  in  receipts 
which  is  not  offset  later  by  taxation.  Moreover,  although  the 
original  indebtedness  for  permanent  improvements  may  be 
wiped  out,  the  time  comes  when  the  improvement  must  be 
replaced  and  further  loans  are  made  for  that  purpose.  Public 
debts  may  thus  become  permanent.  Yet  in  spite  of  these  dis¬ 
crepancies  the  amount  of  public  expenditures  is  a  good  measure 
of  the  amount  of  taxation  required  in  any  community. 

The  control  of  the  amount  of  taxation  depends  primarily, 
then,  upon  the  control  of  the  amount  of  public  expenditures ; 
but  the  determination  of  the  legislature  to  spend  is  partly  con¬ 
trolled  by  the  amount  of  taxation  which  it  is  thought  advisable 
to  impose.  Hence  we  conclude  that  the  volume  of  public  ex¬ 
penditures  and  the  volume  of  taxation  mutually  govern  each 
other :  if  it  is  easy  to  raise  large  amounts  of  taxation,  public 
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expenditures  are  likely  to  be  large ;  if  there  is  great  need  for 
public  expenditures,  the  amount  of  taxation  is  likely  to  be 
great.  On  the  one  hand,  the  ability  of  the  people  to  sacrifice 
a  portion  of  their  incomes  for  the  support  of  public  services 
must  be  considered  (a  population  whose  income  is  so  small 
that  it  barely  affords  the  necessities  of  life  cannot  contribute 
large  amounts  to  the  support  of  governmental  services) ;  on 
the  other  hand,  the  utility  that  can  be  obtained  from  the 
expenditure  of  public  revenue  is  also  a  determining  condition. 
Consider  the  case  of  public  highways.  Before  the  automobile 
became  common,  graveled  or  dirt  roads  were  generally  thought 
to  be  adequate  for  rural  districts ;  but  with  the  growth  in  the 
use  of  motor  cars  the  demand  for  highways  with  a  continuously 
smooth  and  firm  surface  became  insistent.  Money  was  bor¬ 
rowed  and  taxes  were  imposed  to  raise  the  funds  for  improving 
them.  In  this  case  the  additional  utility  derivable  from  better 
highways  dictated  the  increase  in  taxation. 

But  the  need  for  improvements  does  not  alone  control. 
Some  communities  are  too  poor  to  support  good  roads,  good 
schools,  and  expensive  public  buildings ;  hence,  notwithstand¬ 
ing  the  utility  of  these  goods  and  services,  they  are  not  pro¬ 
vided,  and  taxation  remains  relatively  low  in  absolute  amount. 

A  third  factor  that  enters  into  the  determination  of  the 
amount  of  taxation  is  the  efficiency  of  government.  If  the 
administrative  departments  of  government  are  efficient,  people 
are  more  likely  to  consent  to  the  imposition  of  heavy  taxes 
than  if  they  are  corrupt  and  inefficient ;  yet  we  find  that  taxes 
are  sometimes  very  high  in  states  and  cities  where  the  stand¬ 
ards  of  efficiency  and  honesty  among  public  officials  are  very 
low.  This  is  because  there  are  still  other  forces  at  work  to  de¬ 
termine  the  amount  of  taxes.  Fourth,  heavier  taxes  can  prob¬ 
ably  be  imposed  if  the  tax  system  includes  many  indirect  taxes 
than  if  it  is  composed  chiefly  of  direct  taxes.  The  reason  is 
obvious :  indirect  taxes  are  shifted  to  the  users  or  consumers 
of  the  articles  on  which  the  taxes  are  first  imposed ;  they  are 
not  paid  ultimately  by  those  who  must  first  advance  them. 
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The  ultimate  payers  are  often  not  cognizant  of  the  fact  that 
they  are  paying  a  tax  when  they  buy  goods  or  ride  on  street 
cars,  and  when  they  are  aware  of  it  the  exact  amount  of  their 
payments  may  be  unknown  to  them.  A  user  of  tobacco  will 
ordinarily  pay  more  willingly  a  tax  of  $10  when  it  is  added  to 
the  price  of  his  cigars  or  cigarettes  than  he  would  if  it  were 
assessed  against  his  income  or  his  real  estate. 

The  attempt  has  often  been  made  to  lay  down  rules  for 
determining  the  proper  amount  of  taxation  to  impose  in  any 
given  community.  As  we  have  seen,  the  amount  depends 
upon  the  available  income  from  which  taxes  can  be  paid  and 
upon  the  value  of  the  services  which  the  public  receives  from 
public  expenditures.  This  much  is  generally  admitted.  But 
the  foregoing  statement  is  indefinite.  It  does  not  tell  us 
whether  it  is  good  economy  to  take  5  per  cent  or  20  per  cent 
of  the  income  of  the  people  for  the  support  of  governmental 
services.  The  impossibility  of  laying  down  definite  state¬ 
ments  is  inherent  in  the  nature  of  the  problem.  The  condi¬ 
tions  that  have  been  stated  in  the  earlier  portions  of  this 
section  are  not  constant.  The  valuation  which  taxpayers  set 
upon  public  services  varies  with  the  changing  conditions  of 
industrial  life,  with  changes  in  the  opinions  of  the  voters  as  to 
the  proper  degree  of  state  interference,  and  with  changes  in 
the  efficiency  and  technique  of  public  services.  The  income 
available  for  taxation  is  also  variable,  changing  not  only  with 
the  variations  in  the  total  income  but  also  with  changes  in 
its  distribution. 

Increase  in  Taxation.  Any  change  in  the  amount  of  public 
expenditures  is  certain  to  affect  the  amount  of  taxation.  And 
for  more  than  a  century  the  amount  of  public  expenditures 
has  been  persistently  on  the  increase.  In  the  United  States 
this  increase  has  been  relatively  slow  in  times  of  peace ;  but 
two  great  wars,  the  Civil  War  and  the  recent  World  War,  have 
been  the  occasions  if  not  the  causes  of  sharp  upward  trends  in 
taxation.  That  a  great  war  should  cause  an  increase  in  the 
expenditures  and  taxation  of  the  national  government  is 
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easily  understood,  but  that  it  should  also  be  followed  by  a 
rise  in  local  taxation  is  not  easily  explained ;  nevertheless  the 
evidence  is  clear. 


Table  XXXVI.  Volume  of  Taxation  in  the  United  States  for 
1890-1926  (in  Millions  of  Dollars)  1 

IN  "CURRENT  DOLLARS” 


Taxing  Authority 

1890 

1903 

1913 

1919 

1921 

1922 

1923 

1924 

1925 

1926 

Federal . 

$374 

$521 

$668 

$4500 

$4905 

$3487 

$3032 

$3193 

$2966 

$3207 

State . 

96 

155 

307 

•  570 

783 

858 

917 

1017 

1107 

1264 

Local . 

405 

706 

1219 

2395 

3150 

3157 

3285 

3611 

3818 

4084 

Total . 

$875 

$1382 

$2194 

$7465 

$8838 

$7502 

$7234 

$7821 

$7891 

$8555 

IN  "1913  DOLLARS” 


Taxing  Authority 

1890 

1903 

1913 

1919 

1921 

1922 

1923 

1924 

1925 

1926 

Federal . 

State  . 

Local . 

$465 

119 

503 

$609 

181 

826 

$  668 
307 
1219 

$2180 

276 

1160 

$3339 

533 

2144 

$2343 

577 

2122 

$1972 

597 

2137 

$2133 

679 

2412 

$1869 

698 

2405 

$2124 

837 

2704 

Total . 

$1087 

$1616 

$2194 

$3616 

$6016 

$5042 

$4706 

$5224 

$4972 

$5665 

The  upper  division  of  Table  XXXVI  shows  that  the  increase 
in  the  amount  of  taxes  collected  was  greater  between  1913  and 
1926,  a  period  of  thirteen  years,  than  it  had  been  in  the  pre¬ 
ceding  twenty-three  years  ;  but  since  the  purchasing  power  of 
the  dollar  was  increasing  during  the  greater  part  of  the  decade 
1890-1900,  and  since  the  decline  in  its  purchasing  power  was 
relatively  slow  before  1914  as  compared  with  the  period  of  the 
war,  a  comparison  of  the  absolute  amounts  does  not  accurately 
measure  the  actual  amount  of  goods  represented  by  the  taxes. 
In  the  second  division  of  the  table  the  data  have  been  reduced 
to  a  common  basis.  From  these  figures  we  discover  that  in 
1926  the  collections  of  the  Federal  government  were  457  per 
cent  of  the  collections  in  1890  and  318  per  cent  of  those  in 
1913 ;  for  the  states  the  collections  in  1926  were  703  per  cent 
of  the  collections  in  1890  and  273  per  cent  of  those  in  1913 ; 

1  From  Cost  of  Government  in  the  United  States,  1925-1926,  pp.  70,  76.  By  per¬ 
mission  of  the  National  Industrial  Conference  Board. 
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for  local  governments  the  percentages  were  538  and  222  re¬ 
spectively.  The  total  collections  of  all  three  types  of  govern¬ 
mental  organization  in  1926  was  521  per  cent  of  the  collections 
in  1890  and  258  per  cent  of  those  in  1913.  Since  1921  the 
Federal  taxation  has  declined,  though  not  to  a  marked  extent, 
while  the  taxation  of  the  state  and  local  governments  has 
increased. 

The  increase  in  the  amount  of  taxation  does  not  measure 
the  burden  of  taxation.  During  the  entire  period  covered  by 
Table  XXXVI  national  income  was  increasing  and  a  larger 
amount  was  available  for  paying  taxes.  The  burden  of  taxa¬ 
tion  depends  upon  the  proportion  of  the  income  taken  by 
taxes  and  not  on  their  absolute  amount.  In  Table  XXXVII 
the  amounts  of  taxation  raised  by  the  three  governmental 
divisions  are  compared  with  the  national  income. 


Table  XXXVII.  Taxes  and  the  National  Income,  1890-1926 1 


Year 

National 

Income 

Percentages  that  Taxes  are  of  the 
National  Income 

(Millions) 

Total 

Federal 

State 

Local 

1890  . 

$12,080 

7.2 

3.1 

0.8 

3.3 

1903  . 

20,500 

6.7 

2.5 

0.8 

3.4 

1913 . 

34,400 

6.4 

1.9 

0.9 

3.6 

1919 . 

68,260 

10.9 

6.6 

0.8 

3.5 

1921  . 

1922  . 

55,597 

61,633 

15.9 

12.2 

8.8 

5.7 

1.4 

1.4 

5.7 

5.1 

1923  . 

71,558 

10.1 

4.2 

1.3 

4.6 

1924  . 

70,768 

11.1 

4.5 

1.5 

5.1 

1925  . 

77,313 

10.2 

3.8 

1.4 

5.0 

1926 . 

78,649 

10.9 

4.1 

1.6 

5.2 

It  is  shown  by  Table  XXXVII  that  from  1890  to  1913  the 
taxation  of  the  national  government  declined  with  relation 
to  the  national  income,  that  state  and  local  taxation  increased 
slightly,  and  that  the  total  of  all  taxation  declined.  Imme¬ 
diately  after  the  close  of  the  war  the  percentage  of  the  na¬ 
tional  income  taken  by  the  national  government  rose  to  about 

X  From  Cost  of  Government  in  the  United  States,  1925-1926,  p.  77.  By  permission 
of  the  National  Industrial  Conference  Board. 


638 


PRINCIPLES  OF  ECONOMICS 


9  per  cent,  and  since  the  state  and  local  governments  also  in¬ 
creased  their  collections  the  burden  of  taxation  amounted  to 
nearly  16  per  cent  of  the  total  income.  Since  1923  the  percent¬ 
age  of  national  income  taken  by  taxation  has  remained  rela¬ 
tively  constant  at  10  to  11  per  cent,  although  in  more  recent 
years  there  appears  to  be  a  slight  tendency  for  the  burden  of 
state  and  local  taxes  to  increase. 

It  must  be  emphasized  that  the  percentages  of  the  national 
income  taken  by  taxation  as  shown  in  Table  XXXVII  depend 
both  for  their  magnitude  and  for  their  trend  upon  the  amount 
of  the  national  income.  There  is  no  census  of  income  and  no 
other  source  from  which  the  total  can  be  accurately  ascer¬ 
tained.  The  figures  given  are  estimates,  and,  as  is  usually 
true  of  estimates,  authorities  are  not  entirely  in  agreement. 
The  figures  given  for  income  are  conservative  by  comparison 
with  the  computations  of  other  competent  statisticians ; 1  yet 
even  on  the  basis  of  these  conservative  figures  the  burden  of 
taxation  in  this  country  is  evidently  not  crushing.  Moreover, 
it  must  be  remembered  that  the  ability  to  spare  private  in¬ 
come  for  the  support  of  public  services  increases  more  rapidly 
than  the  national  income. 

Nevertheless  the  fact  remains  that  governmental  taxation 
and  expenditure  are  increasing.  The  causes  are  not  the  same 

1  Below  are  given  the  estimates  of  the  total  current  income  of  the  people  of  the 
United  States,  published  by  the  National  Bureau  of  Economic  Research  in  their 
News-Bulletin  for  Feb.  21,  1927,  and  the  percentages  of  such  income  taken  by  tax¬ 
ation  in  various  years. 


Year 


1913 

1919 

1921 

1922 

1923 

1924 

1925 

1926 


2  Preliminary  estimates. 


National 
Income 
(in  Millions) 

Total 
Taxation 
(in  Millions) 

Taxation  as 
Percentage 
of  Income 

$32,000 

$2194 

6.9 

67,254 

7465 

111 

62,736 

8838 

14.1 

65,567  2 

7502 

11.4 

76,769  « 

7234 

9.4 

79,365  2 

7821 

9.9 

86,461  2 

7891 

9.1 

89,682  2 

8555 

9.5 
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for  all  three  forms  of  government.  The  principal  object  of 
Federal  expenditure  is  and  always  has  been  payment  for  past 
wars  and  preparation  for  future  wars ;  for  the  state  and  local 
governments  the  principal  objects  requiring  taxation  are  edu¬ 
cation  and  highways,  followed  in  order  of  importance  by  pro¬ 
tection  to  persons  and  property  and  by  social  relief. 

Since  the  return  of  the  Federal  government  to  a  peace-time 
basis,  from  40  to  50  per  cent  of  its  expenditures  have  been 
for  repayment  of,  and  interest  on,  the  national  debt,  between 
$1,617,000,000  and  $2,039,000,000  having  been  paid  out  for 
these  two  purposes  annually  between  1923  and  1926.  Since 
the  debt  is  held  at  home  these  disbursements  are  not  a 
"burden”  in  the  same  sense  that  expenditures  for  general 
government  and  the  support  of  the  army  and  navy  are  bur¬ 
dens.  The  money  to  make  payments  on  debt  is  collected  by 
taxation  from  the  citizens  of  the  United  States,  who  also  hold 
the  bonds.  The  entire  transaction  is  a  transfer  of  wealth  from 
the  taxpayers  to  the  bondholders,  which  constitutes  no  pres¬ 
ent  burden  upon  the  total  income  of  the  nation. 

The  increase  in  public  expenditures  is  a  phenomenon  which 
has  manifested  itself  for  more  than  a  century.  It  is  not  con¬ 
fined  to  certain  countries :  in  different  countries  somewhat 
different  objects  of  expenditure  are  responsible ;  yet  it  is  gen¬ 
erally  conceded  to  be  due  (1)  to  the  increasing  cost  of  arma¬ 
ments,  (2)  to  technological  progress,  and  (3)  to  the  growth  of 
democracy.  The  progress  in  technology  makes  possible  serv¬ 
ices  which  could  not  have  been  provided  at  an  earlier  time ; 
the  progress  of  democracy  gives  rise  to  a  demand  for  provision 
at  public  expense  of  better  services  and  of  new  services  that 
progress  in  technology  makes  possible.  In  a  democracy  the 
mass  of  the  voters,  who  on  the  average  own  very  little  prop¬ 
erty  and  receive  relatively  low  incomes,  have  the  power  to 
vote  expenditures  and  levy  taxes.  And  since  direct  taxes  bear 
most  heavily  on  the  receivers  of  large  incomes  and  the  owners 
of  property,  there  is  constant  pressure  for  the  provision  of 
additional  services  at  public  expense. 
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Tests  of  a  Good  Tax  System.  There  are  certain  qualities 
which  a  tax  system  should  possess  to  make  it  administratively 
successful.  These  qualities  or  characteristics  are  essential  and 
must  be  taken  into  account  in  any  discussion  of  the  effect  of 
taxation  on  the  distribution  of  wealth  and  income  or  on  the 
prices  of  goods.  In  the  first  place,  a  tax  system  must  be  pro¬ 
ductive  ;  it  must  yield  adequate  revenue  before  any  other  test 
can  be  taken  into  account.  Second,  the  system  as  a  whole 
should  be  flexible  enough  to  permit  the  fiscal  authorities  to 
adjust  the  revenue  to  changiiig  needs.  Third,  the  taxes  that 
make  up  the  system  should  be  dependable ;  that  is,  they 
should  be  so  imposed  that  the  revenues  from  them  can  be  fore¬ 
cast  with  some  degree  of  certainty.  This  is  desirable  in  order 
that  proper  adjustment  of  receipts  to  expenditures  may  be 
made  in  advance  of  the  collection  of  the  taxes.  Fourth, 
every  tax  ought  to  be  economical.  The  costs  of  assessment  and 
collection  ought  not  to  consume  a  large  portion  of  the  revenue 
that  it  yields ;  neither  ought  the  tax  to  be  imposed  in  such 
a  manner  that  the  taxpayers  are  greatly  inconvenienced  or  put 
to  much  expense  to  comply  with  the  rules  and  regulations 
governing  its  payment. 

In  addition  to  these  administrative  tests  a  tax  or  a  system  of 
taxes  ought  to  meet  certain  nonadministrative  requirements. 
It  ought  to  be  imposed  in  such  a  manner  that  the  amounts  of 
tax  paid  by  people  in  different  income  classes  conform  to  the 
sense  of  justice  of  the  community  in  which  it  is  levied,  and 
it  ought  to  conform  to  the  political  institutions  of  the  govern¬ 
ment  imposing  it. 

The  Distribution  of  Taxation.  Two  principal  theories  of  the 
distribution  of  the  burdens  of  taxation  have  been  advanced 
by  writers  on  this  subject.  The  benefit  theory  asserts  that 
people  should  pay  according  to  the  benefits  they  derive  from 
the  operations  of  the  government.  An  obvious  but  superficial 
argument  in  favor  of  this  theory  is  that  taxes  are  burdensome 
and  ought  therefore  to  be  paid  by  those  who  occasion  them. 
It  is  not  the  purpose  of  taxation,  it  is  said,  to  favor  some  at  the 
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expense  of  others,  and  to  avoid  this  it  is  necessary  to  tax 
people  according  to  the  governmental  expense  they  occasion. 
The  first  objection  to  the  benefit  theory  is  its  lack  of  prac¬ 
ticability.  Much  of  the  activity  of  governments  is  made 
necessary  by  people  who  are  too  poor  to  contribute  their  full 
share  to  taxation.  One  can  hardly  maintain,  for  example,  that 
unless  a  person  of  small  income  can  pay  the  cost  of  educating 
his  children  they  should  not  attend  the  public  schools,  or  that 
unless  he  pays  his  proportion  of  the  cost  of  police  the  state 
should  not  protect  him.  The  theory  is  also  impracticable  be¬ 
cause  it  is  impossible  to  discover  the  individual  benefits  result¬ 
ing  from  many  government  services.  A  military  establishment 
maintained  by  the  national  government  is  a  necessity,  but  it  is 
impossible  to  make  even  a  rough  estimate  of  the  benefit 
received  from  it  by  any  given  person.  A  second  and  more 
fundamental  objection  to  the  theory  is  the  fact  that  it  is  based 
on  an  erroneous  concept  of  the  purpose  of  government.  Or¬ 
ganized  society  does  not  exist  for  the  benefit  of  individuals  as 
such,  but  for  the  welfare  of  the  entire  community.  Govern¬ 
mental  services  are  not  designed  to  advance  the  interests  of 
individuals  except  in  so  far  as  their  advancement  is  an  advan¬ 
tage  to  the  community. 

There  is,  however,  a  certain  amount  of  admitted  justice  in 
the  theory.  One  could  hardly  defend  a  tax  on  the  people  of 
Maine  to  build  roads  in  California  or  a  tax  on  the  people  of  one 
city  to  support  a  fire  department  in  another  remote  munici¬ 
pality.  Or,  again,  since  the  owners  of  automobiles  occasion 
the  major  expense  of  permanent  highways  it  is  only  fair  that 
they  should  pay  special  taxes  for  the  support  of  this  service. 
On  the  other  hand,  there  are  many  who  believe  that  the 
national  government  should  assist  in  the  maintenance  of  a 
system  of  education,  and  it  is  common  practice  for  a  state  to 
tax  all  the  people  within  its  jurisdiction  for  the  partial  support 
of  the  schools  in  communities  where,  without  this  aid,  passable 
educational  standards  could  not  be  maintained. 

A  second  theory  asserts  that  taxes  should  be  paid  in  accord- 
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ance  with  ability  to  pay.  This  means  in  its  most  general  form 
that  all  the  people  living  within  the  jursidiction  of  a  govern¬ 
ment  should  contribute  to  its  support  according  to  their  ability 
as  measured  in  terms  of  wealth  or  income.  In  support  of  this 
theory  it  is  said  that  government  is  a  common  enterprise 
undertaken  for  the  good  of  all.  All  are  obliged  to  support  it 
to  the  limit  of  their  capacities  if  the  need  arises.  In  extreme 
cases,  when  public  danger  is  great,  the  state  may  take  any 
portion  of  a  citizen’s  property  needed,  may  circumscribe  his 
freedom  of  action,  and  may  even  force  him  to  enter  the  army 
and  risk  his  life.  Ordinarily  so  great  a  contribution  is  not 
required,  but  the  same  principle  holds  for  the  smaller  need 
as  for  the  greater  one :  taxes  should  be  apportioned  according 
to  ability. 

How  ability  to  pay  should  be  measured  is  not  an  easy  prob¬ 
lem  to  solve.  Wealth  is  not  an  entirely  satisfactory  criterion, 
because  we  know  that  many  people  have  incomes  and  there¬ 
fore  ability  to  pay  without  possessing  much  wealth.  Nor  do 
the  capital  values  of  different  forms  of  wealth  vary  exactly 
with  the  income  derived  from  them.  Money  income  is  also 
deficient  as  a  test  of  ability.  To  begin  with,  some  incomes  are 
derived  from  the  ownership  of  property ;  others  are  the  results 
either  of  labor  or  of  the  active  management  of  business.  The 
former  are  commonly  called  unearned  incomes ;  the  latter  are 
called  earned  incomes.  To  tax  two  individual  incomes  of  the 
same  size,  one  of  which  is  earned  and  the  other  unearned,  at 
the  same  rate  is  clearly  not  just.  In  the  second  place,  some 
money  incomes  are  certain  and  others  are  uncertain ;  some  are 
temporary  or  limited  in  duration  and  others  are  relatively 
permanent.  Incomes  from  labor  and  from  the  management  of 
business  are  both  more  uncertain  and  more  temporary  than  are 
incomes  from  property.  Third,  individuals  having  similar 
incomes  may  have  greatly  different  obligations.  An  un¬ 
married  individual  who  receives  $5000  has  greater  ability  to 
pay  than  another  who  receives  the  same  money  income  but 
who  must  provide  for  a  family.  These  differences  in  ability 
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are  recognized  in  income-tax  laws  by  allowing  exemptions  for 
dependents  and  by  imposing  lower  rates  on  earned  than  on 
unearned  incomes. 

Still  another  theory,  the  equal-sacrifice  theory,  which  is 
essentially  a  variant  of  the  theory  of  ability]  to  pay,  asserts 
that  taxes  should  be  so  imposed  as  to  cause  each  taxpayer  the 
same  sacrifice.  Here  the  burden  of  taxation  is  measured  in 
terms  of  satisfaction  that  must  be  given  up  through  the  pay¬ 
ment  of  taxes.  The  measure  of  the  tax  burden  is  conceived 
to  be  subjective.  One  obvious  obstacle  to  the  application  of 
this  theory  in  practice  is  the  difficulty  in  ascertaining  the 
amount  of  subjective  loss  occasioned  by  a  given  tax  payment. 
It  is,  perhaps,  not  difficult  to  convince  ourselves  that  to  take 
10  per  cent  of  the  income  of  a  mechanic  who  earns  $1500  a 
year  imposes  a  greater  sacrifice  than  to  take  the  same  percent¬ 
age  from  the  income  of  a  lawyer  who  earns  an  income  of 
$10,000  a  year ;  but  when  the  distinction  must  be  made  be¬ 
tween  individuals  receiving  more  nearly  the  same  incomes  the 
application  of  the  principle  is  not  so  easy.  Moreover,  we 
cannot  be  sure  that  to  take  the  same  percentage  of  income 
from  two  individuals  who  have  the  same  incomes  and  the 
same  needs  will  impose  the  same  sacrifice,  although  there 
could  be  little  injustice  in  assuming  that  it  would.  In  con¬ 
clusion,  it  may  be  admitted  that  the  theory  is  workable  in  a 
rough  way,  but  a  rigid  application  of  it  cannot  be  defended. 

None  of  these  theories  is  broad  enough  to  include  all  the 
considerations  that  should  enter  into  the  determination  of 
the  distribution  of  taxation.  In  some  cases  the  principle  of 
benefit  is  applicable.  These  are  chiefly  instances  in  which  the 
benefit  is  assignable  to  a  group  of  people  living  within  a  city 
or  some  similar  political  division.  Usually,  too,  the  benefit 
theory  is  applicable  when  a  particular  group  receives  a  direct 
pecuniary  return  from  a  certain  public  service  which  is  impor¬ 
tant  to  them  as  well  as  to  the  community  at  large.  Hence  we 
expect  the  people  within  a  given  political  division  to  support 
their  local  government.  But  when  the  service  to  be  supported 
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is  of  great  social  importance  and  when  the  benefits  cannot  be 
assigned,  we  must  resort  to  the  theory  of  ability  to  pay  or  the 
theory  of  equal  sacrifice  to  guide  us  in  the  distribution  of  the 
tax  burden. 

Some  taxes  which  have  the  stamp  of  long  approval  on  them 
cannot  be  justified  on  any  of  the  theories  we  have  set  forth. 
A  good  example  is  the  sumptuary  tax,  which  is  levied  wholly 
or  in  part  to  discourage  the  use  of  a  luxury  or  of  a  good  con¬ 
sidered  detrimental  to  public  welfare.  Before  the  passage  of 
the  Eighteenth  Amendment  to  the  Federal  Constitution  the 
taxes  imposed  on  alcoholic  beverages,  which  were  extremely 
heavy  as  compared  with  other  commodity  taxes,  were  a  case 
in  point.  Again,  neither  benefit  nor  ability  to  pay  can  be  used 
to  justify  the  heavy  import  duties  imposed  on  some  com¬ 
modities  under  the  policy  of  protection.  In  most  communities 
there  is  an  opinion,  often  not  definitely  formulated,  that  land- 
owners  ought  to  bear  heavier  tax  burdens  than  the  owners  of 
other  sorts  of  property,  because  the  rent  of  land  is  looked  upon 
as  an  unearned  income.  The  theory  of  benefit  enters  also, 
because  the  landowner  is  thought  to  receive  greater  gains 
from  the  growth  of  the  community  and  from  public  improve¬ 
ments  than  other  property-owners. 

In  conclusion,  it  appears  that  there  is  no  one  rule  that  can 
be  rigidly  followed  in  the  apportionment  of  taxation.  No  rule 
that  is  not  as  wide  as  general  social  welfare  will  cover  all  cases. 

Progressive  Taxation  versus  Proportional  Taxation.  A  pro¬ 
gressive  tax  is  one  whose  rate  increases  as  the  base  upon  which 
it  is  imposed  increases  in  amount ;  a  proportional  tax  is  one 
whose  rate  remains  constant.  In  the  case  of  the  progressive 
income  tax  the  amount  of  the  individual’s  net  income  is  the 
base.  As  the  amount  of  that  income  grows  larger  the  rate  of 
taxation  is  raised.  Progression  should  not  be  confused  with 
the  exemption  of  small  amounts  of  income  or  property  from 
taxation.  The  income  tax  is  not  imposed  on  very  small  in¬ 
dividual  incomes,  nor  the  inheritance  tax  on  small  estates. 
A  small  amount  of  personal  property  is  usually  exempted 
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from  the  personal-property  tax.  The  purpose  of  this  exemp¬ 
tion  is  twofold :  in  the  first  place,  to  collect  small  tax  bills 
costs  more  than  they  bring  into  the  treasury ;  in  the  second 
place,  the  exemption  may  be  a  concession  to  the  opinion  that 
the  poor  should  not  be  compelled  to  contribute  to  direct  taxes. 
But  such  exemptions  have  much  the  same  effect  as  progression. 

Progressive  taxation  must  not  be  confused  with  the  classi¬ 
fication  of  taxable  property.  It  is  common  for  the  states  to 
tax  some  kinds  of  business  at  a  higher  rate  than  other  kinds, 
or  to  levy  one  sort  of  tax  on  one  or  a  few  types  of  enterprise 
and  a  different  sort  on  the  remainder.  Railroads  and  public 
utilities  are  often  taxed  on  gross  receipts  while  manufacturing 
companies,  retail  stores,  farms,  and  other  businesses  are  sub¬ 
ject  to  the  general  ad  valorem  property  tax. 

Progressive  income  taxes  are  now  imposed  by  the  United 
States,  Great  Britain,  and  other  countries.  In  the  United 
States  the  introduction  of  a  Federal  income  tax  was  made 
possible  by  the  Sixteenth  Amendment,  which  gave  Congress 
power  to  impose  income  taxes  without  apportionment  among 
the  states  according  to  population.  Before  the  passage  of  this 
amendment  and  the  law  which  gave  it  effect  a  long  dispute 
was  waged  over  the  question  of  progression.1 


1  Under  the  Act  of  1928  the  Federal  tax  on  individual  net  income  is  levied  at  the 
following  rates : 

Credits  against  net  income  for  normal  tax 

1.  Married  person,  head  of  a  family  or  husband  and  wife . $3500 

2.  Single  person . 

3.  For  each  minor  child  or  other  dependent . 

4.  Dividends  from  corporations  subject  to  the  income  tax 
Normal  rates 

1.  First  $4000  of  net  income  above  credits .  1 1  per  cent 

2.  Next  $4000  of  net  income  .above  credits .  3  Pe*"  cent 

3.  Remainder  of  net  income  above  credits .  5  P^  cent 

Surtax 

Income  over  $10,000  to  $14,000  .  1  P^  cent 

InGOme  over  $14,000  to  $16,000  . 3  Per  cenl 

and  so  on  up  to  $24,000,  where  the  surtax  is  6  per  cent  on  the  amount  of  mcome  between 
$22,000  and  $24,000.  For  incomes  above  the  latter  figure  the  rate  rises  by  varying 
intervals  to  20  per  cent  on  all  income  in  excess  of  $100,000. 

Deduction  for  earned  income 

If  the  income  is  earned,  the  taxpayer  is  allowed  to  deduct  25  per  cent  of  the  amount  of 
tax  due  on  any  amount  of  income  up  to  $30,000.  The  first  $5000  of  income  is  assumed 
to  be  earned  in  all  cases. 
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One  of  the  first  arguments  for  progression  rises  from  the 
theory  of  equality  of  sacrifice,  which  we  have  already  noticed 
in  connection  with  the  question  of  the  distribution  of  the  tax 
burden.  That  taxes  may  be  imposed  so  as  to  cause  each  person 
to  give  up  the  same  amount  of  satisfaction  as  every  other, 
they  must,  it  is  said,  be  progressive.  As  income  increases,  its 
marginal  utility  decreases  in  accordance  with  the  principle  of 
diminishing  utility ;  conversely,  when  income  is  decreased  by 
taxation,  its  marginal  significance  rises.  But  persons  who 
have  large  incomes  derive  a  relatively  small  satisfaction  from 
any  given  unit  of  income,  whereas  those  of  more  moderate 
means  derive  a  larger  satisfaction  from  each  unit  of  their 
incomes.  If  the  tax  is  designed  to  cause  all  persons  to  con¬ 
tribute  equally,  it  must  deprive  each  of  the  same  amount  of 
satisfaction.  But  to  do  this  it  must  take  proportionately  more 
from  the  rich  than  from  those  whose  incomes  are  smaller. 
This  argument  for  progression  is  subject  to  several  objections. 
In  the  first  place,  one  must  agree  that  justice  in  taxation  means 
equality  of  sacrifice  before  he  can  accept  it.  In  the  second 
place,  while  it  may  be  granted  that  a  tax  of  10  per  cent  im¬ 
posed  on  rich  and  poor  alike  deprives  the  latter  of  greater 
satisfactions  than  it  does  the  former,  it  does  not  follow  that 
the  same  distinction  exists  when  the  same  rate  of  taxation  is 
imposed  on  two  rich  men  who  have  different  incomes.  Con¬ 
cretely,  it  does  not  follow  that  to  take  $3000  from  one  who 
would  otherwise  receive  $30,000  a  year  deprives  him  of  any 
greater  sum  of  utilities  than  to  take  $10,000  from  another 
who  would  receive  $100,000.  That  is  to  say,  we  may  well 
doubt  whether  the  principle  of  diminishing  utility  applies  with 
sufficient  accuracy  to  money  income  above  an  amount  which 
will  purchase  all  reasonable  luxuries  of  life  to  justify  a  system 
of  progression.  A  final  objection  to  the  sacrifice  theory  as  an 
argument  for  progression  is  its  lack  of  practicability.  Even  if 
it  is  granted  that  units  of  income  become  less  and  less  signifi¬ 
cant  as  total  income  increases  in  amount,  there  is  no  method 
of  ascertaining  the  rate  at  which  this  decline  takes  place. 
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A  second  and  more  practical  reason  for  a  limited  amount  of 
progression  is  the  fact  that  most  import  duties  and  internal 
taxes  on  commodities  bear  more  heavily  on  small  incomes 
than  on  large  incomes,  because  those  who  receive  the  larger  in¬ 
comes  do  not  consume  the  taxed  commodities  in  proportion. 
Such  taxes  are  said  to  be  regressive,  and  it  is  argued  that  they 
should  be  offset  by  some  other  tax  that  is  progressive.  The 
argument  is  good,  though  it  is  not  capable  of  exact  applica¬ 
tion,  since  we  do  not  know  just  how  great  the  regressivity  of 
the  other  taxes  is.  And  granting  that  the  wage-earners  and 
small  proprietors  do  pay  a  disproportionate  share  of  the  com¬ 
modity  taxes  imposed  by  the  national  government,  we  must 
still  take  into  account  the  relatively  heavier  share  of  the  large 
property-owners  in  state  and  local  property  taxes. 

It  is  also  urged  that  large  fortunes  are  very  frequently  ac¬ 
quired  at  the  expense  of  the  public,  and  progression  should  be 
used  to  recapture  a  portion  of  the  wealth  thus  unjustly  ob¬ 
tained.  The  argument  goes  on  to  show  that  the  progressive 
income  or  inheritance  tax  would  aid  the  public  to  recover 
wealth  which  has  been  taken  from  them  by  unsocial  acts. 
This  is  clearly  not  an  argument  of  much  weight.  It  is  impos¬ 
sible  to  determine  how  many  of  the  very  large  incomes  in  this 
country  are  predominantly  the  result  of  predation.  Certainly 
the  state  should  not  attack  all  wealth  until  it  has  good  evidence 
that  at  least  a  large  majority  of  the  big  fortunes  have  been 
acquired  by  unsocial  methods  of  making  money. 

Progression  has  been  applied  in  the  United  States  to  both 
income  and  inheritance  taxes,  and  there  appears  to  be  scant 
probability  that  we  shall  abandon  it  in  the  near  future.  The 
reasons  for  its  apparent  permanence  are  (1)  the  theory  of 
equality  of  sacrifice,  (2)  its  superior  productiveness  as  com¬ 
pared  with  any  proportional  tax  that  is  politically  feasible, 
(3)  the  regressiveness  of  commodity  taxes,  and  (4)  the  desire 
of  many  persons  to  bring  about  a  more  equal  distribution  of 
the  national  income  by  imposing  heavy  taxes  on  the  rich  and 
using  the  revenue  thus  obtained  to  finance  public  services. 
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STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Taxes  are  compulsory  payments,  but  the  prices  charged  by 
publicly  operated  commercial  enterprises  are  not  compulsory.  Is 
there  any  real  difference  in  the  matter  of  compulsion  between  a  tax 
and  the  rate  charged  by  a  municipally  owned  water  supply  ? 

2.  A  current  newspaper  article  states  that  the  people  of  the  United 
States  spend  more  on  automobiles  each  year  than  they  do  on  all 
governmental  services.  It  is  then  argued  that  we  ought  to  spend  more 
on  such  services  as  schools,  parks,  etc.  Is  this  a  good  argument?  Is 
it  a  valid  reply  to  those  who  assert  that  the  burden  of  taxation  is  too 
great  at  the  present  time  ? 

3.  As  more  and  more  of  the  total  private  income  of  the  people  of 
this  country  is  converted  into  socialized  income  by  means  of  taxation, 
which  class  or  classes  do  you  suppose  are  likely  to  find  that  their 
real  incomes  are  increased:  the  rich?  the  poorest  class?  the  lower 
middle-income  class  ? 

4.  To  take  large  amounts  by  taxation  from  the  rich  to  increase 
public  expenditures  is  said  to  be  disguised  socialism.  In  which  respects, 
if  any,  does  the  heavy  taxation  of  the  rich  receive  support  from  the 
doctrines  of  socialism  ?  In  which  does  it  not  receive  support  ? 

5.  A  great  deal  of  revenue  could  be  raised  from  a  tax  on  a  vital 
necessity  of  life  such  as  salt.  Would  a  tax  on  salt  be  a  desirable  one 
to  introduce  into  the  United  States?  If  not,  which  of  the  tests  of  a 
good  tax  does  it  fail  to  meet  ? 

6.  In  some  states  the  motor-vehicle  tax  varies  roughly  with  the 
value  of  the  car.  Is  this  "just”  ?  If  so,  can  you  justify  the  tax  on  the 
theory  of  benefit  ?  on  the  theory  of  ability  to  pay  ? 

7.  During  the  World  War  the  United  States  imposed  a  tax  on 
business  profits  in  excess  of  a  certain  amount.  Opponents  of  this  tax 
asserted  that  it  (1)  raised  prices,  (2)  caused  extravagant  business 
expenditures  for  advertising  and  the  like,  and  (3)  discouraged  enter¬ 
prise.  Explain  how  the  tax  might  have  caused  each  of  these  effects. 
Show  that  it  could  not  have  caused  them  all  at  the  same  time. 

8.  "Taxes  which  are  unequal  are  likely  to  be  shifted.  The  pro¬ 
gressive  income  tax  is  an  unequal  tax.  Therefore  it  is  shifted.” 
Criticize. 
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CHAPTER  XXXIV 

FOREIGN  EXCHANGE 

In  an  earlier  chapter  we  explained  the  determination  of  the 
value  of  money  in  terms  of  commodities  in  general.  There  we 
were  concerned  with  the  problem  of  the  general  price  level. 
In  this  chapter  we  shall  consider  the  conditions  that  regulate 
the  value  of  money  of  one  country  in  terms  of  the  moneys 
of  other  countries.  Concretely,  we  wish  to  discover  how  the 
value  of  American  money  in  terms  of  British  or  French  money 
is  determined.  We  wish  to  know  this  because  American  money 
is  not  usually  acceptable  in  foreign  countries.  If  an  importer 
in  New  York  wishes  to  buy  goods  in  London  or  Paris  he  must 
know  how  many  dollars  the  goods  will  cost.  But  the  sellers 
will  not  accept  payment  in  dollars  in  New  York,  or  at  least 
they  would  not  do  so  if  there  were  no  arrangements  by  which 
they  could  convert  these  dollars  into  pounds  or  francs  in 
London  or  Paris. 

The  Meaning  of  Foreign  Exchange.  By  the  term  "foreign 
exchange”  we  mean  the  rate  at  which  the  money  of  one 
country  can  be  exchanged  for  the  money  of  other  countries. 
Dealers  in  foreign  exchange  are  engaged  in  buying  and  selling 
the  circulating  media  of  various  countries.  An  American 
traveler  about  to  embark  for  England  wishes  to  exchange  his 
dollars  for  pounds  sterling,  the  British  monetary  unit,  for,  of 
course,  American  money  does  not  circulate  in  England.  How 
many  dollars  must  he  give  for  a  pound  sterling  ?  If  both  coun- 
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tries  are  on  a  gold  standard,  as  now,  and  as  they  were  before 
1914,  each  kind  of  money  represents  a  certain  quantity  of  gold. 
The  dollar  contains  23.22  grains  of  fine  gold,  and  the  pound 
sterling  contains  112.99  grains  of  fine  gold.  Since  the  gold  con¬ 
tent  of  the  pound  is  4.866  times  greater  than  that  of  the  dollar, 
the  American  can  pay  $4,866  for  a  pound  sterling  without 
affecting  the  quantity  of  fine  gold  which  he  possesses.  When 
two  kinds  of  money  exchange  at  a  rate  corresponding  to  their 
gold  content,  the  rate  of  exchange  is  said  to  be  at  "par”  or 
at  "specie  parity.” 

If  the  circulating  media  of  all  countries  consisted  exclusively 
of  money,  foreign  exchange  would  be  merely  a  matter  of  ex¬ 
changing  the  money  of  one  country  for  the  money  of  another 
country. 

Forms  of  Foreign  Exchange.  In  reality  the  media  of  exchange 
in  modern  countries  consist  in  very  large  part  of  '  deposit 
currency.”  In  speaking  of  deposit  currency  in  previous  chap¬ 
ters  we  have  had  in  mind  chiefly  the  demand  deposits  of  pri¬ 
vate  individuals  and  business  firms.  So  far  as  foreign  exchange 
is  concerned  the  deposits  of  banks  in  foreign  banks  is  of  far 
greater  significance,  since  private  individuals  rarely  have  de¬ 
posits  in  foreign  banks.  "Bank  drafts”  are  in  reality  checks 
written  by  a  bank  against  its  deposit  in  another  bank.  If  one 
goes  to  a  bank  to  buy  "foreign  exchange,”  one  will  likely  get 
a  bank  draft  or  banker’s  bill,  as  it  is  often  called,  drawn  on  a 
foreign  bank  and  calling  for  the  payment  of  a  certain  amount 
of  foreign  money.  Other  forms  of  foreign  exchange,  such  as 
travelers’  checks,  letters  of  credit,  and  cable  transfers,  are  in 
reality  equivalent  to  bank  drafts,  since  they  are  all  drawn 
against  deposits  maintained  by  the  selling  bank  or  its  agent 
in  some  foreign  bank. 

Other  forms  of  credit  instruments  that  figure  in  foreign 
trade  are  commercial  bills  of  exchange.  These  are  drafts 
drawn  by  the  seller  against  the  buyer  for  the  amount  of  the 
purchase  and  are  in  no  way  different  from  the  domestic  bills 
of  exchange  discussed  in  previous  chapters,  with  the  excep- 
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tion  that  they  are  drawn  in  terms  of  foreign  money.  They 
constitute  an  order  on  the  part  of  the  maker  of  the  bill  to 
the  person  or  firm  upon  which  it  is  drawn,  to  pay  the  sum  of 
money  designated.  The  buyer  of  the  goods  may,  however, 
arrange  that  the  bill  shall  be  drawn  not  upon  himself,  but 
upon  a  bank  with  which  he  has  made  suitable  arrangements. 
A  draft  or  bill  of  exchange  drawn  upon  a  well-known  bank 
obviously  has  an  advantage  over  a  bill  drawn  upon  a  rela¬ 
tively  unknown  business  man  or  firm. 

Foreign-Exchange  Practices.  As  a  rule  American  exporters 
draw  bills  of  exchange  against  the  foreign  buyers  (or  banks 
designated  by  the  buyers).  The  American  exporter  takes  this 
bill  of  exchange  to  his  bank,  has  it  discounted,  and  receives  a 
credit  on  his  deposit  account.  The  American  bank  sends  the 
bill  of  exchange  to  its  foreign  correspondent  bank,  which  in 
turn  sends  it  on  to  the  bank  or  firm  upon  which  it  is  drawn, 
for  collection  if  it  is  a  sight  draft  or  for  "acceptance”  if  it  is 
a  time  draft.  If  it  is  a  time  draft  and  is  presented  for  accept¬ 
ance,  the  person  upon  whom  it  is  drawn  writes  the  word 
"accepted”  across  the  face  of  the  bill  and  signs  his  name.  The 
bank  presenting  it  for  acceptance  may  then  either  hold  it  until 
it  matures,  or  sell  it  in  the  open  bill  market.  Whichever  is 
done,  the  person  or  bank  holding  the  bill  earns,  of  course,  the 
difference  between  the  face  value  of  the  bill  and  the  discounted 
value  at  which  it  was  purchased. 

It  is  particularly  important  to  note  the  effect  of  this  trans¬ 
action  on  the  deposit  account  which  our  American  bank  carries 
with  its  foreign  correspondent.  When  the  American  bank  re¬ 
mitted  the  bill  of  exchange  to  its  foreign  correspondent,  it  was 
credited  on  the  books  of  the  foreign  bank  (after  the  bill  had 
been- sold  in  the  open  market)  with  the  discounted  value  of 
the  bill.  Thus  when  American  banks  discount  bills  of  exchange 
drawn  on  foreigners  and  remit  them  to  their  foreign  corre¬ 
spondents,  they  are  building  up  their  foreign  balances.  They 
are  therefore  in  a  favorable  position  to  sell  bank  drafts  drawn 
against  those  balances. 
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Most  of  the  trade  between  Great  Britain  and  the  United 
States  is  settled  in  terms  of  British  money.  As  we  noted  above, 
American  exporters  usually  draw  their  bills  in  pounds  sterling 
rather  than  in  dollars.  British  exporters  also  usually  draw 
their  bills  in  terms  of  British  money.  The  American  importer 
/  usually  instructs  the  British  exporter  to  draw  the  bill  on  some 
London  bank  with  which  an  arrangement  has  been  made.  The 
American  importer  must,  of  course,  supply  the  London  bank 
with  the  necessary  funds  with  which  to  pay  the  bill  when  it 
falls  due.  The  advantage  of  having  the  bill  drawn  on  the 
London  bank  rather  than  on  the  American  importer  is  that  a 
bill  so  drawn  can  be  sold  to  better  advantage  in  the  open  bill 
market.  When  the  English  exporter  has  drawn  his  bill  on  the 
designated  London  bank,  he  sends  it  to  this  bank  to  have  it 
"accepted.”  He  can  then  readily  sell  it  in  the  open  bill  market 
or  discount  it  at  his  bank,  which  in  turn  will  either  sell  it  in 
the  open  market  or  hold  it  until  it  matures.  A  week  or  so 
before  the  bill  matures  the  American  importer  will  go  to  his 
bank  and  buy  a  bank  draft  on  London  and  forward  it  to  the 
London  bank  against  which  the  British  exporter  was  instructed 
to  draw  his  bill,  thus  supplying  the  bank  with  the  funds  needed 
to  meet  payment  when  the  bill  matures.  In  this  manner 
Americans  who  have  bought  goods  from  British  merchants 
furnish  a  demand  for  bank  drafts  drawn  on  London  banks. 
The  American  banks  will  be  glad  to  sell  such  bank  drafts  in 
order  to  dispose  of  their  foreign  balances.1 

1  Banks  sell  foreign  exchange  even  though  they  carry  no  balances  in  London  or 
other  foreign  centers.  They  are  able  to  do  this  by  means  of  arrangements  made 
with  the  large  New  York  banks  which  do  have  foreign  balances.  A  simple  illustra¬ 
tion  will  serve  to  indicate  the  manner  in  which  this  is  done.  The  writer  is  occa¬ 
sionally  obliged  to  remit  a  draft  to  some  English  bookseller  for  foreign  books  or 
magazines.  He  usually  goes  to  the  University  State  Bank,  Minneapolis,  Minnesota, 
and  buys  a  sterling  demand  draft.  The  University  State  Bank  draws  the  draft 
directly  against  the  Midland  Bank,  Ltd.,  London.  The  University  State  Bank  car¬ 
ries  no  balance  with  the  Midland  Bank,  but  it  has  an  arrangement  with  the  Chase 
National  Bank  in  New  York  by  which  it  can  draw  drafts  against  balances  carried 
by  the  latter  institution  in  the  Midland  Bank.  The  amounts  thus  drawn  by  the 
University  State  Bank  are  deducted  from  its  balance  with  the  Chase  National 
Bank.  In  addition  to  the  amount  of  the  draft  the  customer  is  charged  a  small  sum 
for  the  service. 
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Let  us  sum  up  the  foregoing  briefly.  The  American  exporter 
draws  a  bill  of  exchange  on  the  foreign  importer  or  on  a 
designated  bank.  The  American  exporter  then  has  this  bill 
discounted  at  his  bank.  He  is  credited  on  his  deposit  account 
with  the  discounted  value  of  the  bill.  The  American  bank  then 
remits  the  bill  to  its  London  (or  other  foreign)  correspondent, 
and  is  credited  with  the  discounted  value  of  the  bill.  Thus 
American  exports  serve  to  increase  the  foreign  balances  of 
American  banks.  On  the  other  hand,  the  American  importer 
instructs  the  English  exporter  to  draw  upon  some  London 
bank  which  has  by  previous  arrangement  agreed  to  lend  its 
name.  When  the  bill  falls  due  he  goes  to  his  American  bank 
and  buys  a  bank  draft  to  meet  payment  on  the  bill.  The  sale 
of  this  bank  draft  lowers  the  American  banker’s  foreign  bal¬ 
ance.  Thus  American  exports  increase  our  foreign  balances ; 
imports  decrease  them.  To  put  it  in  another  way, ^exports 
give  rise  to  a  supply  of  foreign  exchange,  and  imports  give 
rise  to  a  demand  for  foreign  exchange. 

Not  all  trade  with  England  is  settled  in  sterling  exchange, 
as  has  been  assumed  above.  Before  the  war  approximately 
90  per  cent  was  so  settled.  In  recent  years  the  percentage  is 
much  smaller.  There  is  a  considerable  amount  of  the  trade 
between  the  two  countries  which  is  settled  in  dollar  exchange. 
In  this  event  the  British  exporter  draws  on  a  New  York  bank, 
and  British  exports  tend  to  pile  up  British  balances  in  New 
York.  On  the  other  hand,  the  American  exporter  may  be 
instructed  to  draw  his  bill  in  dollars  on  some  New  York  bank. 
When  the  bill  matures,  the  British  importer  goes  to  his  bank 
and  buys  a  draft  drawn  on  New  York.  Thus,  if  dollar  exchange 
is  utilized,  British  exports  give  rise  to  a  supply  of  bills  on 
New  York,  and  British  imports  give  rise  to  a  demand  for  bank 
drafts  drawn  on  New  York. 

If  the  exporters  of  each  country  followed  the  practice  of 
drawing  their  bills  in  terms  of  the  money  of  the  country  in 
which  the  goods  were  sold,  the  net  effect  would  be  that  foreign 
balances  would  tend  to  pile  up  in  both  countries.  Such  bal- 
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ances  could  easily  be  disposed  of  by  the  simple  device  of  the 
two  correspondent  banks  drawing  drafts  against  each  other. 

Before  the  war  much  of  our  trade  with  continental  Europe, 
Asia,  and  South  America  was  paid  for  in  sterling  exchange. 
London  was,  and  still  is,  the  chief  center  for  foreign  trans¬ 
actions. 

The  Rate  of  Exchange.  Specie  Parity.  Consider  now  the 
effect  of  the  trade  currents  on  the  rate  of  foreign  exchange. 
If  the  foreign  purchases  made  by  Americans  exactly  equal  the 
sales  made  to  foreigners,  the  American  bankers’  foreign  de¬ 
posits  will  always  remain  constant,  and  the  bankers  can 
afford  to  continue  to  buy  and  sell  exchange  approximately  at 
par,  making  their  profit  by  selling  at  a  little  higher  rate 
than  the  one  at  which  they  buy.  But  if  Americans  sell  more 
to  foreigners  than  they  buy  from  foreigners,  the  dealers  in 
exchange  will  be  unable  to  get  rid  of  their  foreign  balances ; 
that  is  to  say,  they  will  be  unable  to  sell  enough  bank  drafts 
to  keep  their  foreign  balances  constant,  since  every  sale  by 
American  business  men  tends  to  build  up  these  balances  and 
every  purchase  tends  to  reduce  them.  .With  huge  foreign  bal¬ 
ances  the  American  banks  have  these  alternatives :  they  may 
/  invest  these  surplus  balances  by  purchasing  stocks,  bonds, 
or  commercial  paper  in  the  foreign  country,  or  they  may  have 
v  the  balance  transferred  to  their  own  vaults  by  ordering  a 
shipment  of  gold.  The  latter  obviously  involves  an  expense ; 
and  rather  than  incur  this,  they  would  prefer  to  sell  bank 
drafts  below  the  par  of  exchange,  though  not  below  a  point 
which  would  cover  the  expense  of  shipping  the  gold..  With 
huge  foreign  balances  exchange  rates  might  then  tend  to  drop 
to  the  "gold-importing  point,"  or  (in  the  case  of  British 
exchange)  to  about  $4.84.  Conversely,  if  American  business 
men  are  buying  more  from  foreigners  than  they  sell  to  foreign¬ 
ers,  the  demand  for  bank  drafts  will  be  so  great  that  the 
foreign  balances  of  our  banks  will  prove  insufficient.  The 
American  bankers  will  therefore  be  compelled  to  ship  gold  to 
their  correspondent  banks,  thus  building  up  a  balance  which 
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will  supply  the  demand.  But  they  will  be  unwilling  to  do  so 
unless  they  can  sell  drafts  at  a  price  that  will  defray  the  cost 
of  shipping.  Thus  exchange  will  rise  to  the  "gold-exporting 
point,”  or  to  about  $4.89.  Competition  among  dealers  will 
normally  prevent  it  from  going  higher. 

When  both  countries  are  on  a  gold  basis  the  rate  of  exchange 
will  then  be  somewhere  between  the  "gold-shipping  points.” 
Exchange  rates  do  not,  of  course,  jump  at  once  from  par  to 
one  of  the  gold-shipping  points.  If  the  trade  currents  indicate 
that  the  foreign  balances  will  prove  excessive,  the  rate  of 
exchange  will  gradually  drop  below  par ;  if,  on  the  other  hand, 
they  indicate  a  probable  deficiency  in  the  foreign  balances, 
the  rates  of  exchange  will  gradually  rise. 

American  purchases  of  merchandise  or  services  from  foreign¬ 
ers  tend,  then,  to  raise  the  rate  of  exchange,  whereas  sales  to 
foreigners  tend  to  lower  it.  It  must  be  remembered  that  we 
buy  from  abroad  not  merely  merchandise  imports  but  also 
shipping  services,  banking  services,  the  pleasures  of  travel, 
securities,  and  the  services  of  invested  capital. 

If  one  country  is  on  a  silver  basis  and  another  is  on  a  gold 
basis,  the  par  of  exchange  will  fluctuate  according  to  the 
changes  in  the  market  rates  of  gold  and  silver.  In  other 
respects  the  forces  determining  the  rates  of  exchange  are 
similar  to  those  discussed  above. 

Purchasing-Power  Parity.  Let  us  now  consider  the  exchange 
rate  between  two  countries  one  of  which  is  on  a  paper  basis,  as 
was  true  in  the  United  States  from  1862  to  1879  and  as  was  true 
of  most  European  countries  during  and  immediately  after  the 
World  War.  In  such  a  situation  the  exchange  rates  may 
depart  very  far  from  the  specie  parity.  The  normal  rate  of 
exchange  will  then  be  the  ratio  of  the  purchasing  power  of 
money  in  the  two  countries.  If,  for  example,  the  British  paper 
pound  were  able  to  buy  twice  as  many  goods  as  the  American 
dollar,  the  normal  rate  of  sterling  exchange  would  be  $2.  This 
rate  would  in  this  particular  case  be  the  purchasing-power 
parity.  ' 
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Let  us  suppose  that  the  British  exchange  rate  is  temporarily 
far  below  the  purchasing-power  parity.  In  this  situation 
Americans  can  exchange  dollars  for  pounds  sterling,  which 
will  buy  much  more  than  the  dollars  so  exchanged.  This  will 
stimulate  imports  into  the  United  States  from  England.  The 
movements  of  goods  from  England  into  the  United  States 
will  tend  to  raise  prices  there  and  lower  them  here,  and  this 
process  will  continue  until  the  price  levels  of  the  two  coun¬ 
tries  correspond  to 
the  exchange  ratio.1 2 
On  the  other  hand , 
the  increase  in  im¬ 
ports  will  result  in 
an  increase  in  the 
demand  for  bank 
drafts  on  London, 
with  a  consequent 
tendency  on  the  part 
of  exchange  rates  to 
rise.  In  this  way,  if 
the  exchange  rates 
are  out  of  line  with 
the  relative  purchas¬ 
ing  power  of  the 
two  kinds  of  money,  trade  currents  are  set  in  motion  which 
tend  to  adjust  the  exchange  rate  to  the  two  price  levels. 

It  is,  in  part,  because  of  the  interaction  just  noted  (which 
operates  also  when  both  countries  are  on  a  gold  basis)  that 
the  payment  of  reparations  or  war  loans  must  in  the  long  run 


Fig.  49.  Exchange  rates :  United  States ; 
Great  Britain 1 


1  See  J.  M.  Keynes’s  Monetary  Reform,  p.  112. 

2  This  is  based  on  the  assumption  that  the  prices  of  goods  which  enter  into  inter¬ 
national  trade  fluctuate  approximately  in  accordance  with  the  general  wholesale- 
price  level.  This  is  not  true,  strictly  speaking,  but  on  the  whole  there  is  a  tendency 
for  them  to  move  together,  since  general  price  changes  due  to  monetary  causes 
affect  all  commodities  more  or  less  equally.  In  periods  of  great  price  upheaval, 
however,  there  are  almost  always  certain  shifts  in  demand  and  production  which 
upset  to  some  extent  the  usual  price  relationship.  Cf.  Gustav  Cassel,  Money  and 
Foreign  Exchange  after  1914  . 
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result  in  larger  exports  from  the  countries  making  these  pay¬ 
ments.  Let  us  take  the  case  of  the  reparation  payments.  To 
make  these  payments  the  German  government  must  raise  the 
revenue,  in  part,  through  taxation.  With  the  funds  thus  se¬ 
cured  the  Agent  General  for  Reparation  Payments  then  goes 
into  the  market  to  buy  foreign  bills  of  exchange,  which  will  be 
sent  on  to  the  Allied  governments.  The  result  is  that  Allied 
exchange  is  bid  up ;  for  example,  relatively  more  marks  will 
be  offered  for  a  given  number  of  francs.  From  the  French 
point  of  view  this  means  a  decline  in  exchange  rates.  The 
exchange  rate  is  forced  out  of  line  with  the  purchasing-power 
ratio  of  marks  and  francs.  Francs  converted  into  marks  will 
buy  more  goods  than  the  francs  will  buy  in  France.  Germany 
thus  becomes  a  desirable  place  in  which  to  buy,  and  exports 
from  Germany  are  stimulated. 

Thus  the  reparations  payments  tend  to  make  the  exchange 
rates  favorable  to  the  Allied  countries.  Moreover,  these  pay¬ 
ments  will  also  affect  the  relative  price  levels  of  Germany  and 
the  Allied  countries.  The  Germans  will  be  taxed  by  their 
government  for  many  years  to  pay  the  reparations.  This  will 
reduce  the  income  of  the  German  people.1  They  will  be  unable 
to  buy  as  many  goods  as  they  would  if  they  were  not  taxed  so 
heavily.  As  a  result  of  this  reduction  in  their  money  incomes 
and  the  consequent  decline  in  their  purchasing  power,  the 
prices  of  commodities  will  fall  in  Germany  to  a  level  below 
that  in  other  countries,  exchange  rates  considered.  From  the 
standpoint  of  other  countries  Germany  will  therefore  be  a  good 
place  in  which  to  buy.  The  Allied  countries,  moreover,  will 
have  a  larger  purchasing  power  because  of  the  reparations 
payments.  Prices  will  therefore  tend  to  rise  in  these  countries. 
In  this  situation  the  Allied  countries  will  constitute  an  excel¬ 
lent  market  for  German  goods.  As  goods  flow  out  of  Germany 

1  The  Agent  General  for  Reparation  Payments  uses  the  credits  secured  from  tax¬ 
ation  to  buy  the  foreign  drafts.  The  government  deposits  are  therefore  reduced,  the 
effective  volume  of  circulating  media  is  curtailed,  and  so  prices  fall.  1  axation  for 
domestic  expenditures  would  not  have  this  effect  because  the  funds  thus  raised 
would  be  used  to  buy  goods  within  the  country. 
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the  decline  of  prices  there  will  be  checked,  and  as  goods 
flow  into  the  Allied  countries  the  rise  in  prices  there  will  be 
checked.  Thus  prices  tend  again  to  be  brought  back  into  line 
with  the  exchange  rates.  A  stream  of  exports  sufficient  to 
maintain  this  equilibrium  will  continue  so  long  as  reparations 
payments  are  continued  unless  these  payments  are  balanced 
by  new  debts. 

The  payment  of  the  reparations  therefore  tends  to  stimulate 
German  exports  for  two  reasons :  first,  such  payments  tend  to 
make  German  exchange  rates  favorable  to  the  Allied  countries ; 
second,  they  tend  to  lower  German  prices.  So  long  as  prices 
are  out  of  line  with  the  exchange  rates,  exports  will  tend  to 
flow  out  of  Germany.  Equilibrium  of  prices  and  exchange  rates 
can  only  be  reestablished  by  a  volume  of  German  exports  (in 
excess  of  normal)  equivalent  to  the  reparations  payments.  It 
should  be  noted,  however,  that  these  are  the  long-run  tenden¬ 
cies.  Owing  to  the  large  sale  of  German  securities  abroad  there 
has  not  yet  developed  an  excess  of  merchandise  exports  in 
spite  of  the  reparations  payments.  This  situation  will  be  ex¬ 
plained  in  some  detail  in  the  following  chapter. 

Speculative  Rates.  To  return  to  the  main  argument,  we  have 
still  one  more  possible  situation  to  consider.  Let  us  take  the 
exchange  situation  between  two  countries  one  of  which  is  so 
situated  that  not  only  is  it  impossible  to  obtain  gold  and  ship 
it  out  but  it  is  also  impossible  to  ship  goods  out  of  the  country 
to  any  considerable  extent.  During  the  war  and  for  a  consider¬ 
able  period  after  the  war  it  was  practically  impossible,  for 
example,  to  get  any  goods  out  of  Germany.  Suppose  an  Ameri¬ 
can  banker  had  a  balance  in  Germany  either  carried  over  from 
a  previous  period,  when  trade  was  open,  or  obtained  from  the 
sale  of  securities  or  other  property  owned  in  Germany.  Under 
the  conditions  named  what  could  he  do  with  his  balance  ?  He 
could  obviously  sell  it  to  someone  else,  but  what  could  that 
person,  in  turn,  do  with  it  ?  He  could  not  demand  gold  and 
ship  it  to  this  country ;  he  could  not  go  out  and  buy  goods 
to  ship  to  this  country  and  thus  indirectly,  through  the  pur- 


FOREIGN  EXCHANGE 


659 


chase,  shipment,  and  sale  of  these  goods  in  the  United  States, 
convert  his  marks  into  dollars.  If  neither  gold  nor  goods  could 
be  got  out  of  Germany  and  shipped  to  this  country,  there 
would  be  no  possible  way  of  getting  this  balance  out  of  the 
country.  Only  one  possible  thing  could  be  done  with  the  bal¬ 
ance  :  it  could  be  spent  or  invested  in  Germany.  But  at  such 
a  time  very  few  foreigners  would  be  willing  either  to  go  there 
and  spend  it  or  to  risk  an  investment  in  German  property 
with  all  sorts  of  uncertainties  coming  up,  such  as  the  danger 
of  revolution,  the  destruction  of  property  values,  confiscatory 
taxation,  and  continued  issues  of  paper  money.  Clearly  any 
person  who  bought  those  German  marks  would  be  gambling 
with  the  future.  Yet  there  are  always  people  who  are  will¬ 
ing  to  take  great  risks  in  the  hope  of  great  gains.  So  there 
would  probably  be  a  sale  for  the  marks ;  but  the  price  would 
have  nothing  tangible,  such  as  gold  or  goods  to  tie  to.  The 
exchange  rate  would  be  a  purely  speculative  one,  based  on  the 
personal  judgments  of  the  buyers  and  sellers  as  to  the  future 
of  the  country  in  question. 

We  may,  then,  have  three  possible  situations.  First,  the 
situation  in  which  there  is  free  movement  of  specie  between 
the  two  countries.  The  normal  exchange  rate  in  this  case 
corresponds  to  the  ratio  of  the  metal  content  of  the  two  kinds 
of  money.  Second,  we  have  the  situation  in  which  there  is  free 
movement  of  goods  but  not  of  specie.  In  this  case  the  normal 
exchange  rate  corresponds  to  the  ratio  of  the  purchasing  power 
(in  terms  of  commodities  entering  into  international  trade)  of 
the  two  kinds  of  money.  Third,  we  have  the  situation  in  which 
there  is  free  movement  of  neither  gold  nor  goods.  In  this  case 
there  is  no  normal  for  exchange  rates ;  since  there  are  no  trade 
currents  which  can  be  set  in  motion  to  establish  any  normal 
level,  the  exchange  rates  will  be  on  a  purely  speculative  basis. 

In  the  first  two  cases  mentioned  the  exchange  rates  often 
depart  temporarily  from  normal,  but  the  movements  of  gold 
or  goods  which  follow  tend  to  eliminate  the  divergence  and 
bring  the  exchange  rates  back  to  normal. 
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Pegging  the  Rate  of  Exchange.  When  the  exchange  rates  are 
unfavorable,  importation  of  foreign  goods  becomes  very  diffi¬ 
cult,  but  national  interests  may  require  that  imports  be  main¬ 
tained.  A  nation  may  then  decide  to  regulate  artificially  the 
rate  of  exchange.  During  the  last  years  of  the  World  War, 
Great  Britain  decided  to  "peg”  the  rates  of  exchange  in  New 
York.  This  means  that  a  point  was  established  ($4.70)  below 
which  the  rate  was  not  allowed  to  fall.  This  could  only  be  done 
by  artificially  creating  a  sufficient  demand  for  bills  to  absorb 
the  entire  supply  offered  at  this  price.  Great  Britain  under¬ 
took  to  purchase  at  $4.70  all  the  bills  offered,  thus  making  it 
impossible  for  the  rate  to  fall  below  this  figure.  The  British 
government  obtained  the  funds  needed  to  make  these  pur¬ 
chases  from  loans  granted  to  it  by  the  United  States’ Treasury. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Is  there  any  good  reason  why  a  formal  organized  market  such 
as  the  stock  exchange  has  not  been  established  in  which  foreign 
exchange  is  bought  and  sold  ? 

2.  Do  finance  bills  (that  is,  bills  drawn  by  banks  in  excess  of  their 
foreign  balances,  and,  therefore,  constituting  in  effect  a  method  of 
borrowing  from  abroad)  have  any  influence  in  steadying  the  rate  of 
exchange  ?  Explain. 

3.  Some  bills  of  exchange  are  of  such  unquestioned  reputation  that 
no  security  in  the  nature  of  accompanying  documents  are  necessary. 
Other  bills,  however,  known  as  documentary  bills  have  certain  docu¬ 
ments  attached,  such  as  a  bill  of  lading,  an  invoice  and  a  certificate 
of  insurance.  These  documents,  without  which  the  importer  cannot 
obtain  possession  of  the  goods,  will  not  be  released  until  the  bill  has 
either  been  paid  or  "  accepted.”  In  what  respect,  then,  are  documen¬ 
tary  bills  superior  to  clean  bills? 

4.  Indicate  how  each  of  the  following  would  tend  to  affect  the  rate 
of  exchange  in  New  York  on  London:  exports  of  merchandise ;  Ameri¬ 
can  tourists  traveling  abroad ;  sale  of  American  securities  abroad ; 
payment  by  the  British  government  of  a  part  of  its  debt  to  the  United 
States ;  payment  of  interest  on  foreign  bonds  owned  by  Americans ; 
payment  by  America  to  foreign  shipping  companies. 
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THE  BALANCE  OF  TRADE  AND  INTERNATIONAL  DEBTS 

It  is  a  common  error  to  suppose  that  it  is  especially  desirable 
for  a  country  to  export  more  than  it  imports.  This  is  an  ancient 
fallacy.  The  mercantilists  considered  an  excess  of  exports  to 
be  a  "favorable  balance  of  trade."  We  still  use  the  term 
"favorable  balance  of  trade"  to  indicate  an  excess  of  mer¬ 
chandise  exports  and  "unfavorable  balance  of  trade”  to  in¬ 
dicate  an  excess  of  merchandise  imports,  but  we  no  longer 
believe  that  the  terms  have  any  significance.  We  do  not  ad¬ 
mit  that  either  one  is  necessarily  more  favorable  than  the 
other ;  rather,  every  country  tends  to  pass  through  several 
stages  in  its  development,  and  in  certain  periods  a  favorable 
balance  of  trade,  so  called,  is  the  normal  thing,  whereas  in 
others  an  unfavorable  balance  will  naturally  obtain. 

Our  Balance  of  Trade  before  1873.  Up  to  1873  the  United 
States  had  an  "unfavorable"  balance  of  trade.  This  followed 
from  the  fact  that  up  to  this  period  we  were  a  borrowing  coun¬ 
try.  We  had  abundant  natural  resources  and  numerous  op¬ 
portunities  for  profit-making,  but  little  accumulated  capital. 
All  industries  were  greatly  in  need  of  capital ;  consequently 
we  were  constantly  selling  industrial  securities  abroad.  The 
state  and  national  governments  also  borrowed  heavily  in  this 
period,  the  latter  particularly  during  and  following  the  Civil 
War.  The  effect  of  floating  these  loans  in  European  countries 
was  to  lower  the  exchange  rate  below  the  normal  or  purchasing- 
power  parity,  since  the  sale  of  securities  abroad  would  tend 
to  increase  American  bankers’  balances  abroad  and  thus  give 
rise  to  a  larger  supply  of  sterling  exchange.  With  the  exchange 
ratio  below  the  purchasing-power  ratio  it  was  advantageous 
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for  Americans  to  convert  their  dollars  into  pounds  sterling 
and  to  buy  exportable  merchandise  in  England  and  ship  it 
into  the  United  States.  The  sequence  of  events  therefore 
was  as  follows :  the  sale  of  securities  abroad  depressed  the 
exchange  rate  below  the  purchasing-power  parity.  Low  ex¬ 
change  rates  stimulated  imports  into  the  United  States.  On 
the  other  hand,  low  exchange  rates  discouraged  exports ;  for 
while  the  price  received  for  American  exports  was  established  in 
the  foreign  markets  in  terms  of  foreign  money,  the  American 
exporter  received  fewer  dollars  because  of  the  fall  in  exchange. 
The  increase  in  imports  and  decrease  in  exports  tended  to 
rectify  the  exchanges,  but  with  fresh  borrowings  the  exchange 
rate  again  tended  to  be  depressed.  As  a  matter  of  fact,  partic¬ 
ularly  in  the  decade  prior  to  1873,  foreign  exchange  was  almost 
constantly  depressed  below  the  purchasing-power  norm. 

A  country  which  is  borrowing  heavily  is  therefore  almost 
certain  to  have  an  excess  of  imports.  The  excess  of  imports 
follows  from  the  fact  that  it  is  a  borrowing  country.  If  it  is 
desirable  for  such  a  country  to  borrow  capital,  it  can  scarcely 
be  said  that  the  resulting  excess  of  imports  can  properly  be 
referred  to  as  an  "unfavorable”  balance  of  trade.  Yet  we 
technically  so  refer  to  it  because  that  has  become  for  his¬ 
torical  reasons  the  settled  usage. 

In  one  respect,  however,  the  increase  in  imports  and  the 
decrease  in  exports  has  an  unfavorable  transitory  effect  on 
industry.  It  results  in  a  shifting  of  capital  and  labor  from  the 
exporting  industries  to  industries  producing  for  the  home  mar¬ 
ket.  In  the  long  run  it  is,  of  course,  advantageous  to  have 
labor  and  capital  flow  from  the  less  advantageous  industries 
to  the  more  advantageous  until  the  relative  profitableness  of 
different  industries  has  been  equalized,  but  the  transition 
involves  an  economic  loss  for  both  labor  and  capital.  Thus 
while  the  increase  in  imports  and  the  decrease  in  exports 
could  not  be  said  to  be  disadvantageous  to  the  country  as  a 
whole,  it  is  certainly  true  that  such  a  shift  affects  unfavor¬ 
ably  that  portion  of  the  labor  and  capital  which  is  engaged 
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in  the  exporting  industries.  But  this  holds  true  only  for  the 
transition  period ;  in  the  end  the  redistribution  of  labor  and 
capital  will  equalize  the  relative  profitableness  of  exporting  as 
compared  with  domestic  industries. 

Our  Balance  of  Trade  as  Debtor  Country  from  1873  to  1914.  In 
1873  the  volume  of  loans  placed  by  the  United  States  in  Europe 
reached  a  peak.  Subsequent  to  that  year  the  borrowing  abroad 
rapidly  declined,  and  by  1876  the  repayment  of  these  loans 
began.  Moreover,  there  was  the  interest  to  be  paid  on  the 
past  borrowings.  From  1874  to  1914  the  United  States  could 
therefore  properly  be  called  a  debtor  country,  a  country  which 
had  already  borrowed  extensively  abroad  and  was  now  in 
process  of  paying  interest  on  past  borrowings  and  repaying 
past  loans.  Of  course  it  must  not  be  inferred  that  in  this 
period  Americans  placed  no  fresh  loans  in  Europe,  but  the 
payments  on  past  loans  overshadowed  the  current  borrowings. 

The  payment  of  interest  on  past  loans  as  well  as  the  repay¬ 
ment  of  loans  tended  to  raise  the  rate  of  foreign  exchange, 
since  the  debtors  —  persons  or  corporations  as  well  as  the 
United  States  government  —  were  compelled  to  go  into  the 
market  and  purchase  bank  drafts  drawn  on  foreign  centers 
with  which  to  pay  these  obligations.  The  demand  for  foreign 
exchange  thus  increased  and  the  rate  of  exchange  tended  to 
rise.  With  the  rate  of  exchange  above  parity,  exporting 
became  more  profitable,  since  at  the  same  foreign  prices 
American  exporters  got  a  larger  number  of  dollars  for  mer¬ 
chandise  sales  abroad  than  for  sales  at  home.  On  the  other 
hand,  importing  became  less  profitable,  since  it  now  required 
more  dollars  to  buy  the  same  foreign  goods  because  of  the 
higher  exchange  rate.  Therefore,  with  the  cessation  of  bor¬ 
rowing  and  the  consequent  rise  in  exchange  rates,  our  balance 
of  trade  reversed  itself  as  compared  to  the  period  prior  to 
1874.  Merchandise  exports  now  exceeded  merchandise  im¬ 
ports.  We  had  a  so-called  favorable  balance  of  trade. 

Labor  and  capital  now  tended  to  be  diverted  toward  the 
exporting  industries,  since  these  were  relatively  more  profit- 


664 


PRINCIPLES  OF  ECONOMICS 


able  than  the  industries  producing  for  the  home  market.  In 
a  large  country  like  the  United  States,  with  a  relatively  unim¬ 
portant  foreign  trade,  thi§  probably  did  not  result  in  any  actual 
movement  of  capital  and  labor  from  the  domestic  industries 
to  the  exporting  industries.  A  relatively  larger  proportion 
of  new  capital  and  the  growing  population  probably  went  into 
the  exporting  industries  than  would  otherwise  have  been  the 
case.  Thus  from  the  standpoint  of  the  exporting  industries  the 
transition  period  from  an  unfavorable  balance  of  trade  to  a 
favorable  balance  is  genuinely  advantageous,  though  from  the 
standpoint  of  labor  and  capital  as  a  whole  no  such  advantage 
is  evident.  And  in  the  long  run  the  temporary  advantage  en¬ 
joyed  by  the  exporting  industries  soon  disappears  as  more 
labor  and  capital  are  diverted  into  these  industries.  The  rel¬ 
ative  profitableness  of  the  domestic  and  exporting  industries 
is  thus  rapidly  equalized. 

Increased  Exports  during  the  World  War.  With  the  coming 
of  the  World  War  the  United  States  passed  into  a  third  stage. 
Prices  rose  rapidly  in  European  countries  compared  with  the 
American  price  level.  Europeans  therefore  found  it  to  their 
advantage  to  purchase  huge  quantities  of  American  export¬ 
able  products.  In  other  words,  since  prices  in  Europe  had 
risen  more  than  had  dollar  exchange,  Europeans  could  buy 
more  cheaply  in  America  than  in  Europe.  American  exports 
increased  enormously.  Export  industries  were  enjoying  an 
immense  prosperity,  and  more  labor  and  capital  were  diverted 
into  the  production  of  those  goods  which  were  demanded  by 
the  European  nations.  Not  only  was  the  United  States  a  good 
place  in  which  to  buy  goods,  but  at  the  same  time  it  was  an 
excellent  place  in  which  to  market  securities.  Interest  rates 
rose  rapidly  in  European  countries  and  ruled  higher  than  in 
the  United  States.  Large  blocks  of  foreign  and  American 
securities  were  resold  in  the  United  States,  and  foreign  secu¬ 
rities  as  well  were  disposed  of  to  American  investors.  Our 
excess  of  exports  was  balanced  in  part  by'  this  huge  purchase 
of  foreign  securities. 
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The  United  States  as  a  Creditor  Nation.  Before  the  war  the 
total  American  securities  held  abroad  amounted  to  about  five 
or  six  billion  dollars ;  during  the  war  the  greater  part  of  these 
securities  were  purchased  by  American  investors,  thus  prac¬ 
tically  wiping  out  our  former  indebtedness.  Moreover,  during 
the  war  the  United  States  government  lent  some  ten  billion 
dollars  to  the  Allied  governments.  In  addition  private  in¬ 
vestors  have  during  the  war  and  post-war  years  purchased 
some  twelve  billion  dollars  of  foreign  securities.  Hence  we  are 
now  a  creditor  nation  to  the  extent  of  about  twenty-two 
billion  dollars,  second  only  to  Great  Britain,  which  is  still  a 
net  creditor  nation  to  the  extent  of  about  twenty-five  billion 
dollars.  In  the  very  near  future  we  shall  be  the  largest 
creditor  nation  in  the  world.  Our  annual  purchases  of  foreign 
securities  are  still  growing  and  are  reaching  large  proportions. 
From  1921  to  1923  about  half  a  billion  dollars  of  foreign 
securities  were  placed  in  the  United  States  annually;  from 
1924  to  1926  a  billion  dollars  were  sold  each  year ;  and  in 
1927  over  a  billion  and  a  half  were  disposed  of  in  this  coun¬ 
try.  But  this  was  offset  by  the  repayment  by  foreigners  of 
past  loans  and  the  purchase  of  new  securities.  Thus  in  1926 
our  net  investment  abroad  was  only  about  six  hundred  mil¬ 
lion  dollars,  and  in  1927  about  six  hundred  and  seventy-five 
million. 

It  is  largely  because  of  these  purchases  of  foreign  securities 
by  American  investors  that  we  continue  to  maintain  an  excess 
of  merchandise  exports  over  imports.  Before  the  war  this 
excess  amounted  to  approximately  half  a  billion  a  year;  in 
the  post-war  period  from  1921  to  1924  it  averaged  about  a 
billion  dollars  a  year  ;  from  1925  to  1927,  however,  the  excess 
has  declined  to  an  average  of  about  half  a  billion  a  year. 

Table  XXXVIII  gives  our  balance  of  trade  for  the  year 
1927.  In  this  year  the  net  excess  of  merchandise  and  silver  ex¬ 
ports  was  about  $500,000,000.  This  was  more  than  balanced, 
however,  by  our  tourist  expenditures  abroad.  The  balance 
of  payments  in  our  favor  arising  from  interest  payments 
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amounted  to  about  $500,000,000,  but  this  was  more  than  offset 
by  the  net  balance  against  us  of  securities  purchased. 


Table  XXXVIII.  Balance  of  Payments  of  the  United  States 
for  1927,  in  Millions  1 


Exports  of  Merchandise  and 


"Invisible  Exports” 

Exports  of  merchandise  and 

silver . $5037 

Tourists .  153 

Freight  and  passenger  traffic  .  229 

Interest  receivable .  795 

War-debt  receipts .  206 

Miscellaneous .  291 

New  Foreign  Investments  in 

the  United  States  ....  919 

"  Backwash  ”  on  previous 
American  investments 

abroad .  767 

Net  Exports  of  Gold  ....  166 


$8563 


Imports  of  Merchandise  and 
"Invisible  Imports” 
Imports  of  merchandise  and 


silver .  $4489 

Tourists .  770 

Freight .  172 

Interest  payable .  281 

Immigrants’  remittances  .  .  241 

Miscellaneous .  259 

New  American  Investments 

abroad .  1648 

"  Backwash  ”  on  previous  in¬ 
vestments  here .  709 


$8569 


Looked  at  in  a  broad  way,  the  main  facts  are  as  follows: 
our  purchases  of  goods  and  tourist  pleasures  approximately 
balance  our  sales  of  goods  to  foreigners.  For  the  rest  the  heavy 
interest  charges  which  foreigners  owe  us  each  year  are  bal¬ 
anced  by  further  borrowing.  The  interest  on  old  debts  is  paid 
by  contracting  new  debts. 

Eventually,  however,  the  interest  payments  on  past  debts 
will  become  so  great  that  they  must  exceed  the  new  debts 
currently  contracted.  When  that  time  comes  the  United 
States  will  have  passed  into  the  stage  of  a  mature  creditor 
nation.  The  interest  on  her  old  loans  will  overshadow  the  new 
loans.  This  is  the  situation  in  which  England  has  found  her¬ 
self  since  1853.  When  the  United  States  reaches  that  stage 
her  imports  of  goods  and  services  will  inevitably  exceed  her 
exports.  Confronted  with  these  heavy  interest  charges, 
Europeans  and  other  foreigners  will  be  forced  to  go  into  the 


1  Trade  Information  Bulletin,  No.  552,  United  States  Department  of  Commerce. 
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market  to  buy  dollar  exchange.  But  the  payments  due  them 
from  abroad  will  not  equal  the  payments  they  must  make 
abroad.  The  demand  for  dollar  exchange  will  therefore  exceed 
the  supply  at  the  par  rate  of  exchange.  The  exchange  rate 
will  therefore  become  unfavorable  to  Europeans  and  favorable 
to  the  United  States.  This,  of  course,  means  that  the  ex¬ 
change  rate  will  be  out  of  line  with  the  purchasing  power  of 
the  American  dollar.  As  a  result,  American  dollars  will  buy 
more  goods  in  Europe  than  they  can  command  in  the  United 
States.  Europe  becomes  a  good  place  in  which  to  buy.  Im¬ 
ports  into  the  United  States  will  increase.  On  the  other  hand, 
with  an  exchange  rate  against  them,  Europeans  cannot  so 
profitably  buy  goods  in  the  United  States.  American  exports 
will  therefore  tend  to  decline.  As  a  result,  merchandise  im¬ 
ports  will  tend  to  exceed  merchandise  exports.  We  shall  in¬ 
evitably  have  an  unfavorable  balance  of  trade. 

Economic  Effects  of  an  Unfavorable  Balance,  So  Called.  But 
will  this  excess  of  imports  really  be  unfavorable,  properly 
speaking?  It  must  be  obvious  from  the  foregoing  discussion 
that  the  popular  alarm  on  this  point  is  not  well  founded.  To 
be  sure,  export  industries  may  suffer  for  a  time ;  but  it  will 
not  be  long  before  labor  and  capital  will  have  been  diverted 
sufficiently  to  equalize  the  relative  profitableness  of  export  as 
compared  with  domestic  industries.1  Specifically,  this  prob¬ 
ably  means  a  relative  decline  in  agriculture  and  other  in¬ 
dustries  producing  raw  materials  for  export,  and  a  relative 
increase  in  manufacturing. 

At  this  point  a  further  doubt  is  almost  certain  to  arise.  Will 
not  the  excess  of  imports  injure  the  manufacturers  of  the 
United  States  ?  Those  industries  producing  for  the  home  mar¬ 
ket  will  not  merely  have  to  face  the  competition  of  the  labor 
and  capital  diverted  from  the  foreign  market  because  of  the 

1  Labor  and  capital  will  also  tend  to  be  diverted  somewhat  from  those  domestic 
industries  which  will  be  forced  to  compete  with  foreign  imports  to  industries  not 
subject  to  foreign  competition.  The  shifts  in  production  will,  moreover,  be  affected 
by  the  direction  of  the  new  demands  created  by  the  enlarged  purchasing  powei 
derived  from  our  position  as  a  creditor  nation. 
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relative  unprofitableness  of  the  exporting  industries,  but  they 
will  also  have  to  face  the  competition  of  the  large  imports 
from  foreign  countries.  Will  not  the  Americans  lose  their 
domestic  markets  as  well  as  their  foreign  markets? 

It  is  clear  that  the  increase  in  imports  and  the  diversion  of 
labor  and  capital  from  the  export  field  will  tend  to  lower  the 
prices  of  goods  sold  in  the  United  States.  What  is  feared  is 
that  prices  will  be  forced  so  low  in  this  country  that  American 
entrepreneurs  will  be  forced  out  of  business ;  but  even  a  brief 
examination  of  the  facts  will  show  that  this  view  is  entirely 
untenable.  If  our  imports  exceed  our  exports,  as  they  neces¬ 
sarily  must  in  the  long  run  if  we  continue  to  be  a  creditor 
nation,  it  must  necessarily  follow  that  this  country  will  be  a 
favorable  place  for  foreigners  to  sell  in  or  they  will  certainly 
cease  to  export  to  this  country.  It  must  also  be  true  that  this 
country  will  continue  to  be  a  favorable  place  for  our  own  pro¬ 
ducers  to  sell  in  or  they  will  certainly  divert  their  production 
to  foreign  markets.  In  short,  our  price  level  must  remain  rel¬ 
atively  high  compared  with  European  price  levels,  foreign 
exchange  rates  considered.  In  other  words,  the  rates  of  ex¬ 
change  as  compared  with  the  purchasing-power  ratios  must 
be  such  that  the  American  market  is  sufficiently  superior  to 
the  foreign  markets  to  bring  in  the  excess  of  imports  over 
exports  which  our  position  as  a  creditor  nation  requires.  The 
fear  that  American  prices  under  the  competition  of  these  im¬ 
ports  will  drop  in  relation  to  European  prices  (exchange  rates 
considered)  is  therefore  entirely  unfounded.  ■  In  fact,  the  im¬ 
ports  would  not  continue  to  come  in  were  it  not  that  the 
American  market  was  slightly  superior,  prices  and  exchange 
rates  considered ;  and  this  superiority  is  due  to  the  increased 
purchasing  power  which  a  creditor  nation  necessarily  has. 

To  put  the  matter  in  a  somewhat  different  way  :  it  is  feared 
that  the  excess  of  imports  will  displace  American  labor  and 
capital  and  prevent  their  productive  employment.  But  if  we 
include  in  the  terms  "imports”  and  "exports”  not  merely 
merchandise  but  also  services,  omitting  only  loans  and  the 
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interest  and  dividends  payable  thereon,  it  follows  that  in  the 
long  run  the  excess  of  imports  can  only  equal  the  payment 
made  on  loans  either  in  the  way  of  repayment  of  principal  or 
in  the  payment  of  interest  and  dividends.  If  the  imports  ex¬ 
ceeded  this  amount  the  demand  for  foreign  exchange  would 
cause  exchange  rates  to  rise  above  par  and  as  a  result  imports 
would  be  checked  and  exports  would  be  encouraged  ;  in  other 
words,  the  excess  of  imports  over  exports  can  never  in  the 
long  run  exceed  the  additional  purchasing  power  which  Ameri¬ 
cans  become  possessed  of  because  of  the  repayment  of  loans 
or  the  payment  of  interest  and  dividends.  The  remaining  im¬ 
ports  are  paid  for  by  the  purchasing  power  derived  from  our 
exports,  leaving  as  much  purchasing  power  as  before  with 
which  to  purchase  American-made  goods. 

There  is,  therefore,  never  any  danger  from  a  long-run  point 
of  view  that  foreigners  will  be  able  to  destroy  our  home  mar¬ 
ket  by  excessive  imports.  Nor  is  it  true  that  we  cannot  keep 
our  labor  and  capital  employed  unless  we  can  dispose  of  our 
"surplus  products"  in  foreign  markets.  "Surplus  products,” 
as  popularly  used  in  this  connection,  apparently  means  prod¬ 
ucts  which  cannot  be  sold  at  home.  There  are,  in  fact,  no 
such  surplus  products.  No  nation  ever  produced  goods  that  it 
did  not  in  the  end  purchase  itself  directly  or  indirectly.  If  a 
country  exports  more  than  it  imports,  it  is  always  either  in  the 
process  of  increasing  its  investments  abroad  or  it  is  a  debtor 
country  whose  payments  on  interest  exceed  its  new  borrowings. 
If  it  is  increasing  its  investments,  the  exports  will  exceed  the 
imports  by  the  amount  the  new  loans  exceed  the  interest  on  the 
old  loans.  It  is  not  difficult  to  see  that  such  a  country  itself  sup¬ 
plies  the  purchasing  power  which  buys  these  so-called  surplus 
products.  The  case  is  merely  that  the  people  of  such  a  country 
prefer  to  invest  part  of  their  income  rather  than  spend  it,  and 
the  comparative  rates  of  interest  are  such  (exchange  rates  con¬ 
sidered)  that  it  is  more  profitable  to  invest  in  foreign  countries 
than  in  their  own  country.  Such  an  exporting  country  pur¬ 
chases  its  own  "surplus.”  If  the  country  is  a  debtor  country, 
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it  cannot  properly  be  said  that  it  really  has  produced  the  ex¬ 
ported  "surplus.”  Rather  the  capital  ownec^by  foreigners  in 
this  country  produced  it,  and,  in  effect,  it  is  sold  abroad  to 
meet  the  payment  of  interest  and  dividends  on  this  foreign 
capital.  Conversely,  if  a  country  has  an  excess  of  imports  it 
is  either  a  borrowing  country  or  a  creditor  country.  If  it  is  a 
borrowing  country,  foreigners  are  really  furnishing  the  pur¬ 
chasing  power  with  which  the  excess  is  bought.  Properly 
speaking,  the  foreigners  are  the  real  purchasers  of  this  excess 
of  imports.  If  the  country  is  a  creditor  country,  its  total  pro¬ 
duction  is  to  be  measured  not  merely  by  what  is  produced  on 
its  own  soil  but  also  by  the  product  attributable  to  the  capital 
invested  in  foreign  countries.  Every  nation’s  purchasing  power 
is  equal  to  its  total  production.  Every  nation  ultimately  buys 
its  own  product.  In  reality  we  never  sell  any  surplus  to  for¬ 
eigners.  If  we  consume  less  than  we  produce,  we  ourselves  buy 
that  surplus,  which  may  be  invested  either  at  home  or  abroad  ; 
if  we  consume  more  than  we  produce,  we  are  living  off  our 
capital.  We  may,  however,  consume  more  than  we  produce 
on  our  own  shores,  the  excess  being  produced  by  our  capital 
invested  abroad.  That  is  the  situation  in  which  creditor  na¬ 
tions  generally  find  themselves.  Creditor  nations  are  rich  na¬ 
tions  ;  and  from  that  point  of  view  it  may  be  said  that  creditor 
nations  are  the  most  favorably  situated,  yet  they  regularly 
have  (unless  they  are  making  new  loans  which  more  than 
counterbalance  the  effect  of  their  past  loans)  an  "unfavor¬ 
able”  balance  of  trade. 

Factors  governing  the  Balance  of  Trade.  Nor  is  the  fear  well 
founded  that  purchases  of  foreign  goods,  services,  or  securities 
"will  drive  money  out  of  the  country.”  If  such  purchases 
exceed  our  sales  to  foreigners,  the  demand  for  foreign  exchange 
may,  it  is  true,  rise  above  the  gold-shipping  point  (both  coun¬ 
tries  are  assumed  to  be  on  a  gold  basis).  Certain  forces  are  set 
in  motion,  however,  which  check  the  flow  of  gold  out  of  the 
country.  In  the  first  place,  the  high  rate  of  exchange  will  tend 
to  stimulate  exports  and  discourage  imports  and  thus  put  a  stop 
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to  the  excess  of  purchases  over  sales  which  originally  produced 
the  tendency.  In  the  second  place,  the  outward  flow  of  gold 
will  in  time  reduce  the  bank  reserves,  raise  temporarily  the  rate 
of  interest,  and  make  this  country  a  favorable  one  in  which 
to  invest  capital  (that  is,  to  buy  securities) ;  or,  to  put  it  another 
way,  the  high  rate  of  interest  will  lower  the  prices  of  securities 
in  this  country,  making  it  a  favorable  country  in  which  to  buy 
stocks  and  bonds.  But  such  sales  of  securities  to  foreigners 
will  result  in  the  drawing  of  a  large  volume  of  bills  on  foreign¬ 
ers,  will  increase  the  supply  of  foreign  exchange,  will  lower  the 
rate  of  exchange,  and  will  stop  the  flow  of  gold.  In  the  third 
place,  the  outward  flow  of  gold  will  in  time  cause  a  contraction 
of  the  circulating  media  of  the  country,  which  in  turn  will 
result  in  a  fall  in  prices,  making  this  country  a  desirable  place 
in  which  to  buy.  The  consequent  increase  in  exports  will  give 
rise  to  an  increased  supply  of  foreign  bills,  American  bankers’ 
balances  abroad  will  be  increased,  rates  of  exchange  will  fall, 
and  the  flow  of  gold  will  be  checked. 

Thus  the  factors  that  regulate  the  currents  of  foreign  trade 
are  (1)  the  rate  of  exchange,  (2)  the  price  levels  at  home  and 
abroad,  and  (3)  the  rates  of  interest  in  the  respective  coun¬ 
tries.  If  the  price  level  is  higher  in  one  country  than  in  another 
(by  which  we  mean  that  the  purchasing  power  of  its  money,  in 
terms  of  goods,  is  less  than  the  purchasing  power  of  the  foreign 
money,  exchange  rates  considered),  goods  will  tend  to  flow  into 
the  country  where  the  price  level  is  high.  But  this  movement 
of  imports  will  itself  tend  to  rectify  the  divergence  between 
the  rate  of  exchange  and  the  price  level.  In  like  manner,  if  the 
rate  of  interest  is  relatively  high  in  one  country,  investments 
will  be  made  in  that  country  and  securities  will  be  purchased. 
Such  purchases  will  tend  to  rectify  the  divergence  between 
the  exchange  rates  and  the  normal  relation  of  interest  rates 
in  the  two  countries. 

The  Effect  of  Reparations  and  War  Loans  on  International 
Trade.  A  word  may  here  be  added  with  reference  to  the  effect 
of  the  payment  of  reparations  or  huge  war  loans  on  the  cur- 
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rents  of  international  trade.  Take  the  case  of  the  debt  that 
Great  Britain  owes  the  United  States.  When  Great  Britain 
makes  payments  on  this  loan,  she  goes  into  the  market  and 
buys  dollar  exchange  to  send  to  our  Treasury  Department  at 
Washington.  The  effect  of  these  huge  purchases  of  dollar  ex¬ 
change  is  to  raise  dollar  exchange  in  London  and  to  lower 
sterling  exchange  in  New  York.  The  exchange  rate  therefore 
becomes  unfavorable  to  Great  Britain  and  favorable  to  the 
United  States.  In  this  situation  it  will  be  profitable  for  Ameri¬ 
cans  to  buy  exportable  goods  in  Great  Britain,  ship  them  to 
the  United  States,  and  pay  for  them  by  buying  exchange  at 
the  favorable  rate ;  in  other  words,  the  dollar  will  buy  more 
in  Great  Britain  than  in  the  United  States.  The  effect  of  the 
repayment  of  the  war  loan  will  therefore  be  to  stimulate  im¬ 
ports  into  the  United  States  and  discourage  exports.  Will  this 
injure  American  industries?  As  has  been  explained  above,  it 
will  obviously  injure  the  export  trade  as  well  as  those  in¬ 
dustries  which  encounter  British  competition  in  our  domes¬ 
tic  trade  unless  Americans  invest  an  equivalent  amount  in 
foreign  securities  (not  necessarily  British),  making  payment 
for  these  in  pounds.  If  such  investments  were  made,  the 
exchange  rate  between  England  and  the  United  States  would 
not  be  affected,  nor  would  our  balance  of  trade  be  affected. 
It  is  not  necessary,  however,  that  we  should  balance  the  re¬ 
paid  loans  with  equivalent  foreign  investments;  we  could 
increase  our  total  consumption  as  a  result  of  the  increased 
purchasing  power  derived  from  the  repaid  loans.  With  this 
increased  purchasing  power  we  could  buy  the  excess  of  imports 
from  Great  Britain.  The  situation  is  analogous  to  that  of  a 
creditor  country.  While  industry  as  a  whole  would  not  in  the 
long  run  suffer  from  this  situation,  it  is  clear  that  the  drop 
in  the  exchange*  would  unfavorably  affect  those  American 
industries  which  are  subjected  to  British  competition,  and  if 
the  exchange  rate  were  continuously  depressed  for  many  years 
by  the  prolonged  repayment  of  these  loans,  these  industries 
would  be  less  profitable  than  those  not  subject  to  British  com- 
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petition;1  in  fact,  they  might  become  so  unprofitable  that 
labor  and  capital  in  these  industries  would  have  to  be  diverted 
to  other  uses.  We  may  therefore  expect  that  such  industries 
would  cry  out  against  the  repayment  of  the  debt  as  an  eco¬ 
nomic  loss;  and  since  the  adversity  of  certain  industries  is 
more  conspicuous  than  the  general  prosperity  of  industry  as  a 
whole,  they  might  succeed  in  making  people  believe  that  the 
country  was  suffering  from  the  repayment  of  the  loans.  Any 
country  which  receives  large  payments  of  reparations  or  war 
loans  places  itself  in  the  position  of  a  creditor  nation  and  must 
expect  an  excess  of  imports  unless  it  is  at  the  same  time  making 
correspondingly  large  foreign  investments.  Certain  industries 
are  adversely  affected  by  this  flood  of  imports.  The  necessary 
readjustment  of  labor  and  capital  is,  in  fact,  an  injury.  The 
situation  is  analogous  to  the  tariff  situation.  Free  trade  may 
be  economically  superior  to  a  protective  system;  but  if  we 
suddenly  take  away  the  tariff,  the  labor  and  capital  now  em¬ 
ployed  in  the  protected  industries  will  have  to  go  into  other 
lines  of  production.  The  transition  period  is  a  difficult  and 
costly  one.  In  like  manner,  the  payment  of  reparations  or 
war  loans  may  result  in  a  redistribution  of  capital  and  labor 
which,  from  the  immediate  point  of  view,  is  an  evil. 

In  so  far  as  the  payment  of  war  reparations  or  war  loans 
seriously  upsets  the  exchange  rate,  the  immediate  effect  is 
similar  to  that  of  a  heavily  declining  price  level.  This  may  be 
illustrated  by  reference  to  the  situation  in  England  in  the 
autumn  of  1921.2  Germany  was  called  upon  to  pay  one  bil¬ 
lion  gold  marks  of  reparations  in  cash.  The  effect  of  this 
payment  was  to  depreciate  the  mark.  As  a  result,  German 
exporters  were  able  to  quote  extraordinarily  low  prices  in 
England.  British  producers  became  alarmed  and  reduced 
output.  Trade  was  paralyzed,  not  because  German  imports 

1  Certain  of  these  industries  might,  however,  be  fortunate  enough  to  produce 
commodities  which  would  be  in  greater  demand  in  the  domestic  market  because  of 
the  enlarged  purchasing  power  consequent  upon  the  nation’s  becoming  a  creditor 

2  See  W.  T.  Layton,  "European  Recovery,”  Proceedings  of  the  Academy  of 
Political  Science,  January,  1925. 
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actually  entered  in  any  large  volume  but  because  of  the  uncer¬ 
tainty  of  prices  caused  by  the  depreciation  of  the  German 
mark.  If  the  reparation  payments  could  be  made  so  gradu¬ 
ally  that  the  exchange  rates  would  not  be  thrown  violently  and 
suddenly  out  of  line  with  the  purchasing-power  parity,  no  such 
disastrous  effect  would  follow;  if  the  exchange  rates  were 
thrown  but  slightly  out  of  line,  the  currents  of  international 
trade  would  gradually  be  adjusted  to  the  situation  in  the 
manner  that  we  have  described.  Just  as  a  severe  decline  in  the 
price  level  throws  industry  into  depression,  so  a  sharp  depre¬ 
ciation  of  exchange  rates  caused  by  heavy  reparation  pay¬ 
ments  paralyzes  trade.  But,  on  the  other  hand,  just  as  a 
slowly  receding  price  level  permits  the  gradual  readjustment 
of  wages,  returns  on  capital,  rents,  salaries,  etc.,  and  thus 
does  not  seriously  interfere  with  industrial  prosperity,  so  a 
moderate  divergence  of  exchange  rates  from  the  purchasing- 
power  parity  will  make  possible  a  gradual  adjustment  of  the 
currents  of  international  trade  to  meet  the  new  situation  with¬ 
out  serious  interference  with  established  industries.  The  great 
difficulty  with  war  indemnities,  reparations,  and  loans  arises 
when  they  are  very  large  and  have  to  be  paid  within  a  rela¬ 
tively  short  period  of  time.  Then  they  can  scarcely  fail  to 
disturb  seriously  the  established  equilibrium  in  international 
trade.  It  is  in  this  respect  that  they  differ  sharply  from  the 
normal  payments  of  interest  and  principal  growing  out  of  the 
normal  currents  of  international  trade. 

War-Debt  Settlements.1  As  a  result  of  loans  made  by  the 
United  States  government  during  the  war  and  after  the 
armistice,  Great  Britain,  France,  Italy,  Belgium,  and  a  num¬ 
ber  of  smaller  countries  are  indebted  to  the  American  govern¬ 
ment  to  the  amount  of  approximately  $11,000,000,000. 

The  principal  sum  owing  to  us  from  Great  Britain  is 
$4,600,000,000.  According  to  the  agreement  reached  with 
that  country  on  June  19,  1923,  annual  payments  are  to  be 


1  See  "The  Interallied  Debts”  {International  Conciliation, 
the  articles  by  F.  W.  Taussig  and  J.  W.  Angell. 
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made  amounting  to  about  $160,000,000  a  year  for  ten  years, 
and  thereafter  approximately  $180,000,000  a  year  for  an 
additional  period  of  fifty-two  years.  Belgium  owes  the  United 
States  about  $418,000,000.  Under  the  agreement  of  August  18, 
1925,  she  agrees  to  begin  with  an  annual  payment  of  $5,000,000 
a  year,  which  will  increase  to  about  $13,000,000  in  ten  years. 
Italy  owes  the  United  States  the  sum  of  $2,400,000,000  and 
agrees,  under  the  settlement  of  November  15,  1925,  to  pay 
$5,000,000  a  year  at  the  start.  The  annual  payments  will 
increase  until  by  1936  they  will  amount  to  $23,000,000  a  year 
and  eventually  to  $50,000,000  a  year.  The  French  debt  to  the 
United  States  is  approximately  $4,200,000,000.  The  proposed 
settlement,  which,  however,  has  not  yet  been  ratified,  pro¬ 
vides  for  annual  payments  beginning  with  $30,000,000  a  year 
and  increasing  until  by  1943  they  will  amount  to  $125,000,000. 

The  annual  payments  for  all  countries  run  through  a  period 
of  sixty-two  years.  All  told,  the  annual  payments  average 
about  $210,000,000  for  the  first  five  years,  $250,000,000  for 
the  next  five  years,  $350,000,000  for  the  next  forty-five  years, 
and  $400,000,000  for  the  last  decade  of  debt  payments.  At 
the  end  of  sixty -two  years,  if  these  schedules  are  carried  out, 
some  $22,000,000,000  will  have  been  paid.  The  total  pay¬ 
ments  will  therefore  be  more  than  twice  as  great  as  the  prin¬ 
cipal  sums,  the  remaining  sums  being  interest.  But  the  rate  of 
interest  to  be  paid  by  the  different  countries  varies  greatly. 
The  average  rate  over  the  whole  period  of  sixty-two  years 
is  3.3  per  cent  for  Great  Britain.  For  the  other  countries  it 
is  much  lower:  0.4  per  cent  for  Italy  and  1.6  per  cent  for 
France.  The  great  difference  between  the  various  settlements 
can  be  seen  from  the  following  data.  If  we  assume  that  3  per 
cent  is  a  fair  average  interest  rate  over  the  sixty-two-year 
period,  Great  Britain  has  been  overcharged  7  per  cent,  while 
28  per  cent  of  the  Belgian  debt  has  been  canceled,  32  per 
cent  of  the  French  debt,  and  62  per  cent  of  the  Italian  debt ; 
if  A\  per  cent  is  considered  a  fair  average  rate,  17  per  cent 
of  the  British  debt  has  been  canceled,  46  per  cent  of  the 
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Belgian  debt,  52  per  cent  of  the  French  debt,  and  75  per 
cent  of  the  Italian  debt. 

The  total  annual  payments  during  the  first  ten  years  will 
average  only  $233,000,000.  This  amounts  to  but  one  fourth 
of  1  per  cent  of  our  annual  national  income  and  only  6  per  cent 
of  our  annual  Federal  revenue.  It  is  therefore  evident  that 
although  the  sums  are  large  in  toto  they  are  not  of  great 
significance  when  viewed  from  the  standpoint  of  the  annual 
payments.  It  is  true  that  the  annual  payments  will  reach 
$350,000,000  after  the  first  ten  years ;  but,  even  so,  the 
annual  payments  are  relatively  insignificant  from  the  stand¬ 
point  of  the  United  States.  But  on  the  other  hand,  they 
amount  to  a  very  considerable  burden  on  the  impoverished 
European  countries. 

The  Dawes  Plan  and  the  German  Reparation  Payments.  After 
years  of  discussion  with  respect  to  the  amount  of  reparation 
which  Germany  should  be  required  to  pay  to  the  Allied 
countries  in  consequence  of  the  war  and  the  manner  in  which 
these  payments  should  be  made,  the  Dawes  plan  was  finally 
agreed  upon  in  1924.  Under  this  plan  Germany  is  to  make 
annual  payments  to  the  Allies  amounting  in  the  first  year  to 
$250,000,000  and  increasing  until  in  the  fifth  year  the  stand¬ 
ard  payment  of  $625,000,000,  or  2,500,000,000  gold  marks, 
is  reached.  After  1930  there  must  be  paid,  in  addition  to  this 
standard  annual  payment,  a  supplementary  sum  depending 
upon  the  increase  in  Germany’s  prosperity.  To  determine  the 
amount  of  the  supplementary  sum  an  index  of  prosperity  was 
devised  consisting  of  (1)  exports  and  imports,  (2)  budget 
receipts  and  expenditures,  (3)  railroad  traffic,  (4)  consumption 
of  sugar,  tobacco,  beer,  and  alcohol,  (5)  consumption  of  coal, 
and  (6)  growth  in  population. 

The  plan  provides  that  the  funds  from  which  the  annual 
payments  shall  be  made  shall  be  derived  (1)  from  the  govern¬ 
ment  revenue,  (2)  from  railway  bonds,  and  (3)  from  indus¬ 
trial  bonds. 

The  last  two  sources  need  some  explanation.  The  German 
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railways  have  a  capital  value  of  26,000,000,000  gold  marks. 
Before  the  war  these  railways  were  encumbered  with  debts, 
but  the  debts  were  extinguished  by  the  depreciation  of  the 
mark.  Toward  the  end  of  1923  it  required  10,000,000,000 
marks  to  equal  one  gold  mark.  Since  these  debts  ran  in  terms 
of  marks  and  not  in  terms  of  gold  marks,  it  follows  that  a  pre¬ 
war  debt  of  10,000,000,000  marks  was  now  reduced  to  one 
single  gold  mark.  The  railroads  were  therefore  relieved  of  their 
previous  indebtedness.  The  Dawes  plan  now  resaddled  the 
German  railways  with  a  bonded  indebtedness  of  11,000,000,000 
gold  marks  bearing  5  per  cent  interest  and  1  per  cent  sinking 
fund.  Interest  and  sinking-fund  charges  on  these  bonds  would 
therefore  amount  to  660,000,000  gold  marks  a  year. 

German  industrial  concerns  had  similarly  discharged  their 
bonded  indebtedness  by  nominal  payment  in  depreciated  cur¬ 
rency.  The  Dawes  plan  accordingly  resaddled  these  industries 
with  a  bonded  indebtedness  amounting  in  all  to  5,000,000,000 
gold  marks.  This  is  less  than  the  total  debt  of  the  German 
industrial  concerns  before  the  war.  These  bonds  similarly  pay 
5  per  cent  interest  plus  1  per  cent  for  sinking  fund.  Therefore 
the  annual  receipts  from  these  bonds  amount  to  300,000,000 
gold  marks.  Thus  the  combined  annual  payments  from  the 
railroad  and  industrial  bonds  will  amount  to  960,000,000  gold 
marks.  The  remaining  1,540,000,000  will  be  obtained  from  a 
transport  tax  and  from  the  general  revenue  of  the  government. 

Under  the  plan  the  16,000,000,000  railroad  and  industrial 
gold-mark  bonds  become  the  property  of  the  Reparations 
Commission,  which  may,  however,  sell  them  in  the  financial 
markets. 

The  Dawes  plan  separated  sharply  two  distinct  though  re¬ 
lated  questions  —  the  payment  of  reparations  and  the  receipt 
of  reparations.  The  first  is  an  internal  problem,  a  question 
chiefly  of  adequate  taxation  by  the  German  government  so 
that  the  annual  payments  can  be  made  to  the  Reparations 
Commission.  The  second  problem  is  international  in  scope.  It 
involves  the  transfer  of  the  funds  to  the  Allied  governments, 
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and  this  transfer  affects  international  trade  and  exchange 
rates.  It  is  one  thing  to  tax  the  German  people  and  pay  the 
Reparations  Commission  in  German  marks;  it  is  quite  a 
different  thing  to  convert  these  marks  into  foreign  currencies. 

The  payments  are  accordingly  made  in  gold  marks  and 
deposited  to  the  credit  of  the  Agent  General  for  Reparation 
Payments.  These  deposits  must  then  be  transferred  to  the 
Allies  by  the  purchase  of  foreign  exchange.  But  heavy  pur¬ 
chases  of  foreign  exchange  are  likely  to  upset  the  exchange 
rates  and  throw  them  out  of  line  with  purchasing-power 
parities.  If  the  payments  by  Germany  cannot  be  transferred 
without  disrupting  the  exchange  rates,  the  Dawes  plan  pro¬ 
vides  that  the  payments  may  be  allowed  to  accumulate  in  the 
new  Bank  of  Issue,  which,  under  the  Dawes  plan,  is  given  the 
exclusive  right  to  issue  bank  notes  in  Germany.  However,  this 
accumulation  of  funds  in  the  bank  may  not  exceed  2,000,- 
000,000  gold  marks.  Surplus  funds  above  this  2,000,000,000- 
mark  limit  must  be  invested  in  bonds  or  loans  in  Germany. 
But  not  more  than  3,000,000,000  marks  may  be  so  invested. 
If  the  accumulated  payments  exceed  this  total  of  5,000,000,000 
marks,  then  the  annual  payments  are  to  be  reduced  "until 
such  time  as  the  transfers  to  the  Allies  can  be  increased  and 
the  accumulations  reduced  below  the  limit  named."  1 

In  point  of  fact  the  funds  cannot  possibly  be  converted  into 
the  currencies  of  the  Allied  countries  without  upsetting  the  ex¬ 
change  rates,  unless  Germany's  "earnings  from  abroad"  are 
"equal  to  the  payments  she  must  make  abroad,  including  not 
only  payments  for  goods  imported  but  sums  paid  in  repara¬ 
tions"  ; 2  that  is,  unless  Germany’s  exports  of  goods  and  services 
exceed  her  imports  by  the  amount  of  these  annual  pay¬ 
ments.  To  be  sure  she  may  for  a  time  balance  these  payments 
by  fresh  borrowings,  but  that  amounts  to  paying  one  debt  by 
contracting  a  new  one.  Such  borrowings  have,  in  fact,  taken 
place  on  a  large  scale.  There  has  thus  been  an  ample  supply 

1  Dawes  Report  ( World  Peace  Foundation,  Vol.  VI,  No.  5,  p.  379). 

2  Ibid.  p.  367. 
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of  foreign  exchange  with  which  to  effect  the  transfer  of  pay¬ 
ments.  But  except  for  the  deliveries  in  kind,  there  has  been 
no  real  transfer  of  payments ;  that  is,  there  has  been  no  sur¬ 
plus  of  German  exports.  On  the  contrary,  Germany’s  foreign 
borrowings  have  exceeded  the  annual  reparation  payments 
to  such  an  extent  that  her  imports  have  exceeded  her  exports. 
These  loans  have  been  made  not  only  to  various  governmental 
units  in  Germany,  but  also  to  her  industries.  The  prevailing 
high  interest  rate  in  Germany  (about  8  per  cent)  indicates 
that  her  industry  requires  a  vast  amount  of  new  capital.  This 
flow  of  capital  into  Germany  is  likely  to  continue  until  the 
abnormally  high  interest  rate  in  that  country  falls  to  a  more 
normal  level.  As  that  time  is  approached,  Germany’s  borrow¬ 
ings  abroad  will  gradually  decline  and  eventually  disappear. 
Her  annual  net  importation  of  capital  will  thus  gradually 
decline  until  it  is  equal  to  and  finally  less  than  the  annual 
reparation  payments.  Thus  gradually  a  surplus  of  exports 
will  become  possible. 

When  this  time  arrives,  however,  if  the  Agent  General  for 
Reparation  Payments  waits  (as  seems  to  be  contemplated  by 
the  Dawes  plan)  to  transfer  the  payments  until  the  German 
exports  have  already  reached  a  point  sufficient  to  allow  such 
transfer  without  upsetting  the  exchange  rates,  it  is  doubtful 
if  the  payments  can  be  transferred  at  all.  If  the  Agent  General 
hesitates  to  transfer  the  payments,  allied  purchasing  power 
will  not  be  able  to  absorb  a  surplus  of  German  exports.  A 
bold  transfer  of  the  payments  would,  in  point  of  fact,  only 
temporarily  disturb  the  price  levels  and  the  exchange  rates. 
For  example,  heavy  investments  by  Americans  abroad  tend 
to  raise  the  rate  of  exchange  in  New  York  on  London,  Paris, 
and  other  centers.  Gold  thus  tends  to  flow  out,  the  rate  of 
discount  is  raised,  credit  is  checked,  and  commodity  prices 
tend  to  fall.  But  this  state  of  affairs  makes  the  United  States 
a  good  place  in  which  to  buy ;  and  since  foreigners  are  sup¬ 
plied  with  additional  purchasing  power,  in  consequence  of  the 
American  investments  abroad,  an  export  of  goods  from  the 
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United  States  will  ensue,  which,  in  turn,  will  tend  to  re¬ 
establish  a  normal  equilibrium  of  prices,  discount  rates,  and 
exchange  rates.  Similarly,  if  the  Agent  General  boldly  trans¬ 
fers  the  reparations  payments  (thus  transferring  purchasing 
power  from  Germany  to  the  allied  countries)  an  increased 
demand  for  German  goods  will  develop  and  a  surplus  of  Ger¬ 
man  exports  will  ensue.  Thus  it  does  not  seem  impossible 
that  a  real  payment  of  the  reparations  (that  is,  in  terms  of 
goods)  can  eventually  be  effected.  There  is  of  course  a  limit 
to  the  amount  of  surplus  exports  that  a  nation  can  produce ; 
but  the  Dawes  annuities,  representing,  as  they  do,  only  about 
5  per  cent  of  the  German  national  income,  do  not  appear  to 
be  impossible. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  German  labor  is  likely  to  feel  the  weight  of  the  reparation  pay¬ 
ments  for  two  reasons  :  first,  the  taxes  imposed  are  likely  to  be  of  such 
a  nature  (in  part  at  least)  that  the  cost  of  living  will  be  raised ;  sec¬ 
ond,  the  fall  in  the  German  mark  (due  to  the  sale  of  the  marks  paid 
to  the  Agent  General)  will  tend  to  stimulate  exports,  leaving  a  smaller 
volume  of  goods  in  Germany,  thus  raising  prices  without  at  the  same 
time  raising  money  wages.  Discuss  the  likelihood  that  the  reparation 
payments  will  give  rise  to  much  industrial  unrest. 

2.  The  indemnity  imposed  upon  France,  following  the  Franco- 
Prussian  War,  was  5,000,000,000  francs.  French  investors  who  held 
foreign  securities  were  induced  to  exchange  these  for  French  govern¬ 
ment  bonds.  These  foreign  securities  were  sold  in  other  countries  and 
from  the  proceeds  of  this  sale  a  sufficient  volume  of  foreign  exchange 
became  available  to  pay  the  indemnity. 

What  bearing  does  this  statement  have  upon  the  argument  so  fre¬ 
quently  made  that  an  indemnity  can  only  be  paid  in  exports  of 
merchandise  ? 

3.  Up  to  the  end  of  1927  about  half  the  German  reparation  pay¬ 
ments  have  been  made  in  deliveries  in  kind,  particularly  to  France  and 
Belgium.  These  deliveries  have  consisted  of  machinery,  fertilizers, 
paper,  coal,  and  coke.  In  what  respect,  if  any,  is  this  form  of  payment 
superior  to  payments  made  in  the  form  of  foreign  exchange  ? 


CHAPTER  XXXVI 


THE  LAW  OF  COMPARATIVE  ADVANTAGE 

It  is  the  purpose  of  the  present  chapter  to  explain  the  funda¬ 
mental  principles  that  determine  the  currents  of  international 
trade.  We  have  postponed  this  chapter  until  the  principles 
underlying  the  distribution  of  a  nation’s  income  into  wages, 
rent,  interest,  and  profits  had  been  dealt  with,  because  this 
analysis  is  necessary  in  order  to  understand  thoroughly  the 
law  of  comparative  advantage  and  its  effect  on  international 
trade. 

In  this  chapter  we  shall  consider  (1)  why  nations  engage 
in  international  trade,  (2)  the  extent  to  which  it  is  advan¬ 
tageous  for  a  nation  to  engage  in  international  trade,  and 
(3)  the  grounds  for  the  frequently  expressed  fear  of  foreign 
competition. 

The  Basic  Reason  for  International  Trade.  The  basic  reason 
for  trade  of  any  sort,  whether  domestic  or  international,  is  the 
advantages  to  be  derived  from  industrial  and  geographical 
specialization.  Nearly  everyone  in  modern  industrial  societies 
produces  for  the  market.  Such  specialization  involves,  of 
course,  an  enormous  amount  of  trade;  but  this  trading  is 
worth  while,  for  the  specialization  that  it  makes  possible  in¬ 
creases  our  total  output  enormously.  Trade  and  transporta¬ 
tion  are  in  themselves  so  much  economic  waste  except  in  so 
far  as  they  serve  to  develop  division  of  labor  and  territorial 
specialization  and  thereby  increase  the  total  volume  of  pro¬ 
duction.  Thus  it  is  often  said  that  it  is  a  great  waste  for 
farmers  to  ship  their  hogs  and  cattle  to  Chicago  only  to  have 
pork  and  beef  shipped  back  to  the  rural  towns.  Or  take  the 
example  of  the  Wisconsin  cheese  factories  which  sell  their  out- 
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put  to  wholesalers  and  storage  men  in  Chicago,  where  the 
product  is  cured,  graded,  and  packed.  These  wholesalers  sell 
to  retailers  in  all  parts  of  the  country,  including  the  small 
Wisconsin  towns  where  the  cheese  was  originally  made.  This 
looks  like  wasted  effort,  but  it  is  really  efficient  division  of 
labor.  The  market  is  so  restricted  in  these  small  towns  that 
the  work  of  storage,  packing,  grading,  and  wholesaling  cannot 
be  efficiently  done  there  either  by  the  retailers  as  a  side  issue 
or  by  specialized  dealers. 

Trading  not  only  makes  human  specialization,  or  division  of 
labor,  possible,  but  also  territorial  and  geographical  specializa¬ 
tion.  If  the  population  is  mobile  it  will  tend  to  become  dis¬ 
tributed  over  the  country  according  to  the  natural  advantages 
of  the  sites  and  resources  of  the  different  regions.  Each  part 
of  the  country  specializes  more  or  less  in  a  limited  number  of 
products.  No  doubt  any  one  of  these  regions  could,  if  neces¬ 
sary,  produce  a  much  greater  variety  of  products,  but  it  is  not 
economical  to  do  so,  since  they  can  be  produced  to  greater 
advantage  elsewhere. 

Comparative  Cost  in  Regional  Trade.  Let  us  suppose  for  the 
sake  of  simplicity  that  a  nation’s  consumable  goods  can  be 
classified  under  three  heads,  A,  B,  and  C,  and  that  the  country 
can  be  divided  from  the  standpoint  of  the  nature  of  its  re¬ 
sources  into  three  regions,  Nos.  1,  2,  and  3.  Let  us  suppose 
that  any  one  of  the  three  regions  can  produce  all  the  three 
varieties  of  finished  products  named,  but  that  region  No.  1 
has  a  comparative  advantage  in  the  production  of  A,  the  next 
best  product  being  B ;  that  region  No.  2  has  an  advantage  in 
the  production  of  B,  the  next  best  product  being  C ;  and  the 
region  No.  3  can  best  produce  C,  the  next  best  product 
being  A.  Now  any  one  of  three  possible  situations  may  exist : 
(1)  we  may  find  that  region  No.  1  produces  A  exclusively,  that 
region  No.  2  produces  B  exclusively,  and  that  region  No.  3 
produces  C  exclusively ;  (2)  we  may  find  that  region  No.  1 
produces  commodities  A  and  B,  that  region  No.  2  produces 
commodities  B  and  C,  and  that  region  No.  3  produces  com- 
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modities  C  and  A ;  or  (3)  we  may  find  each  of  the  three 
regions  producing  all  the  three  commodities. 

Certain  very  definite  factors,  which  can  best  be  set  forth  by 
the  aid  of  diagrams,  will  determine  which  of  the  three  possible 
contingencies  will  actually  obtain. 

Let  us  suppose  that  the  line  OV  (Fig.  50)  represents  the  mar¬ 
ginal  productivity 1  of  labor 2  in  this  country.  The  diminishing 


REGION  NO.  1 


productivity  of  labor  in  the  three  regions  and  for  the  three 
(different  commodities  is  represented  by  the  curves  PP.  From 
the  diagram  it  will  be  seen  that  OMx  units  of  labor  are  em¬ 
ployed  la  the  production  of  commodity  A  in  region  No.  1,  that  'c 
OM2  units  of  labor  are  employed  in  the  production  of  com¬ 
modity  B  in  region  No.  2,  and  that  OM3  units  of  labor  are 

1  This  term  is  used  throughout  this  chapter  to  mean  value  productivity. 

2  Attention  should  be  called  to  the  fact  that,  for  the  sake  of  simplicity,  we  have 
centered  our  attention  in  this  chapter  exclusively  on  labor.  Precisely  the  same  analy¬ 
sis  applies,  however,  to  the  other  factors  of  production.  tVe  have  presented  the 
theory  of  international  trade,  not  in  terms  of  the  discredited  labor  theory  of  value, 
but  in  terms  that  harmonize  with  the  modern  theory  of  value  and  the  productivity 
theory  of  distribution. 
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employed  in  the  production  of  commodity  C  in  region  No.  3. 
There  is  no  more  labor  to  be  employed.  The  marginal  product 
of  labor  is  the  same  (OV)  in  all  three  regions.  This  naturally 
follows  if  we  assume  uniformity  in  skill  required  and  perfect 
mobility  of  labor.  Now,  under  the  conditions  indicated  in  the 
diagrams,  it  is  clear  that  no  labor  could  be  employed  in 
the  production  of  commodities  B  and  C  in  region  No.  1.  The 
reason  for  this  is  that  even  under  the  most  favorable  combina¬ 
tion  of  factors  possible,  a  unit  of  labor  cannot  produce  enough 
of  these  commodities  to  yield  a  return  equal  to  the  marginal- 
value  product  of  labor  employed  in  the  production  of  com¬ 
modity  A.  Likewise  in  region  No.  2  the  production  of 
commodities  A  and  C,  even  under  the  most  favorable  circum¬ 
stances,  is  not  sufficient  to  equal  the  value  product  of  the  mar¬ 
ginal  laborer  employed  in  the  production  of  commodity  B. 
Similarly,  in  region  No.  3,  only  commodity  C  can  economi¬ 
cally  be  produced. 

But  now  let  us  suppose  that  population  increases  in  all  three 
regions.  The  margin  of  production  is  now  pushed  lower  down 
in  each  of  the  three  regions.  The  marginal  productivity  of 
labor  is  now  represented  by  the  line  OW,  and  the  number  of 
laborers  employed  in  region  No.  1  by  0N\  +  ORu  the  number 
in  region  No.  2  by  0N2  +  0R2,  and  the  number  in  region  No.  3 
by  ON3  +  OR3.  It  will  now  be  clear  from  an  examination  of 
the  charts  that  region  No.  1  will  produce  commodities  A  and  B, 
that  region  No.  2  will  produce  commodities  B  and  C,  and  that 
region  No.  3  will  produce  commodities  C  and  A.  In  region 
No.  1,  for  example,  where  in  the  former  illustration  it  was 
uneconomical  to  produce  commodity  B,  it  is  now  possible  to 
do  so  because  of  the  fact  that  the  margin  of  productivity  has 
fallen  to  OW.  A  unit  of  0R]_  labor  producing  commodity  B 
will  now  yield  the  same  value  product  as  a  unit  of  ONi  labor 
engaged  in  the  production  of  commodity  A.  Similarly,  in 
region  No.  2  the  marginal-value  product  of  0R2  labor  pro¬ 
ducing  commodity  C  is  equal  to  the  marginal-value  product 
of  ON 2  labor  engaged  in  the  production  of  commodity  B. 
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While  under  the  lower  margin  of  productivity  each  region 
would  be  engaged  in  the  production  of  two  commodities  in¬ 
stead  of  one,  it  should  be  noted,  however,  that  each  region 
is  still  specializing  largely  in  the  commodity  in  which  it  has 
the  greatest  advantage.  For  example,  region  No.  1  produces 
much  more  of  commodity  A  than  of  commodity  B,  for  it  has 
a  greater  advantage  in  the  production  of  A  ;  and  region  No.  2 
produces  a  larger  quantity  of  commodity  B  than  region  No.  1, 
for  it  has  an  advantage  over  region  No.  1  in  the  production 
of  this  commodity. 

From  the  principles  which  have  so  far  been  developed  it 
should  be  clear  that  if  the  population  continued  to  increase 
and  the  marginal  productivity  of  labor  were  pushed  down  still 
farther,  the  time  would  come  when  each  region  would  produce 
all  three  commodities,  though  relatively  more  of  the  com¬ 
modity  in  which  it  has  an  advantage.  It  would  not  have  been 
possible,  however,  for  each  region  to  produce  all  three  com¬ 
modities  were  it  not  assumed  that  each  region  had  a  consid¬ 
erable  degree  of  diversification  of  natural  resources.  The  more 
limited  a  region  is  with  respect  to  the  versatility  of  its  resources 
and  its  people,  the  more  specialized  it  will  be  and  the  fewer 
products  it  will  produce.  It  also  follows  from  the  principles 
illustrated  above  that  the  undeveloped  region  will  (if  it  has 
trade  connections  with  the  rest  of  the  world)  be  more  highly 
specialized  than  it  will  be  later  in  its  history  when  it  be¬ 
comes  more  densely  populated.  In  a  new  country  people 
naturally  pursue  those  occupations  and  industries  that  give 
the  greatest  return.  Gradually  less  advantageous  industries 
are  developed. 

There  are  two  factors  that  chiefly  determine  the  extent  to 
which  any  region  will  engage  in  diversified  production  :  (1)  the 
variety  of  its  natural  resources  and  the  versatility  of  its  people ; 
(2)  the  margin  of  productivity,  which  depends,  so  far  as  the 
human  factors  are  concerned,  (a)  upon  the  size  of  the  popula¬ 
tion  relatively  to  the  extent  and  richness  of  the  natural  re¬ 
sources  and  the  abundance  and  efficiency  of  capital  equipment. 
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and  ( b )  upon  the  training  and  technical  efficiency  of  the  pop¬ 
ulation  itself  including  both  manual  and  mental  workers. 

Comparative  Cost  in  International  Trade.  We  have  purposely 
assumed  that  all  three  regions  were  a  part  of  the  same  country 
and  that  the  population  was  perfectly  mobile.  As  a  result  the 
marginal  product  of  labor  is  identical  in  all  three  regions.  We 
have  done  this  to  simplify  the  problem  and  develop  certain 
fundamental  principles  which  apply  particularly  to  domestic 
trade  and  commerce  but  which  also  serve  as  foundation  prin¬ 
ciples  for  the  study  of  the  law  of  comparative  advantage  in 
international  trade.  From  the  standpoint  of  the  present  dis¬ 
cussion  the  essential  difference  between  international  trade 
and  domestic  trade  is  this :  in  international  trade  there,  are 
f  national  barriers  to  mobility  of  population  —  some  rooted 
deep  in  the  traditions  of  race,  language,  and  country,  and 
others  resting  on  legislation,  such  as  laws  restricting  the  free 
flow  of  immigration.  Moreover,  the  personal  efficiency  of 
^  labor  in  one  nation  may  be  much  higher  than  in  another 
nation.  As  a  result  of  the  immobility  of  population  and  the 
differences  of  personal  efficiency  the  marginal  productivity 
of  labor  varies  very  greatly  from  one  country  to  another.1 
Consequently  many  countries  now  produce  commodities 
which  they  could  not  economically  produce  were  the  mar¬ 
ginal  productivity  of  labor  uniform  throughout  the  modern 
industrial  world. 


Let  us  take,  by  way  of  illustration,  two  countries,  K  and  L. 
These  two  countries,  let  us  assume,  are  both  similarly  endowed 
by  nature  with  a  great  variety  of  natural  resources  and  with 
equally  efficient  populations.  But  country  K  has  a  high  mar¬ 
gin  of  productivity  and  country  L  a  low  margin.  The  neces¬ 
sary  principles  can  be  illustrated  more  clearly  by  reference 
to  Fig.  51. 


In  these  diagrams  it  is  assumed  that  both  countries  have 

'  Attention  should  however,  be  called  to  the  fact  that  there  is  actually  no  such 

fhpfTT  f  °f f  ab°r  m  any  country  as  we  have  assumed  in  this  argument.  In 

the  United  States,  for  example,  there  are  very  wide  differences  in  wages  in  different 
sections  of  the  country.  6  “ 
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exactly  the  same  natural  advantage  in  the  production  of  each 
of  the  four  commodities.  The  same  set  of  productivity  curves 
will  therefore  serve  for  both  countries.  But  the  population  of 
L  is  very  much  greater  than  the  population  of  K,  and  as  a  re¬ 
sult  the  naturaLresources  of  L  are  utilized  much  more  inten¬ 
sively  than  in  K.  Consequently  the  marginal  productivity  of 
labor  is  much  lower  in  country  L  than  in  K.  Thus  in  the  dia¬ 
gram,  OL  represents  the  marginal  productivity  of  labor  in 
country  L,  and  OK  the  marginal  productivity  of  labor  in  coun¬ 
try  K.  As  a  result,  there  will  be  a  very  great  difference  in  the 


-  Level  of  productivity  in  country  K 
-Level  of  productivity  in  country  L 

Fig.  51 


relative  distribution  of  the  gainfully  employed  persons  en¬ 
gaged  in  the  production  of  the  four  commodities  in  these 
countries  in  spite  of  the  fact  that  the  natural  advantages  of 
both  countries  are  identical.  Thus  OM  persons  will  be  em¬ 
ployed  in  the  production  of  commodity  A  in  country  K, 
whereas  ON  persons  will  be  so  engaged  in  country  L ;  OR  per¬ 
sons  will  be  producing  commodity  B  in  country  K,  whereas  OS 
persons  will  be  so  engaged  in  country  L ;  OT  persons  will  pro¬ 
duce  commodity  C  in  country  K,  whereas  in  country  L  the 
number  so  occupied  will  be  OU ;  in  country  K  none  will  be  en¬ 
gaged  in  the  production  of  commodity  D,  whereas  OZ  persons 
will  be  so  engaged  in  country  L.  In  spite  of  the  fact  that  the 
natural  advantages  of  both  countries  are  identical,  it  is  not 
economically  possible  in  country  K  to  employ  labor  in  the  pro¬ 
duction  of  commodity  D,  because  the  marginal  productivity 
of  labor  in  the  case  of  commodities  A,  B,  and  C  is  too  high  to 
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permit  such  employment;  in  other  words,  the  alternative 
opportunities  for  the  employment  of  labor  in  the  production 
of  A,  B,  and  C  are  so  good  that  no  one  can  afford  to  employ 
labor  in  the  production  of  commodity  D.  On  the  other  hand, 
in  country  L  the  alternative  opportunities  in  the  employment 
of  labor  in  the  production  of  commodities  A,  B,  and  C  are  so 
poor  or,  in  other  words,  the  marginal  productivity  of  labor  is 
so  low  that  it  is  economically  feasible  to  employ  labor  in  the 
production  of  commodity  D.  Business  men  would  say  that  it 
is  impossible  for  country  K  to  compete  with  country  L  in  the 
production  of  commodity  D,  because  of  the  fact  that  wages  are 
higher  in  K  than  in  L.  This  statement  is  perfectly  true ;  but 
what  is  often  overlooked  is  the  fact  that  wages  in  country  K  are 
high  merely  because  the  alternative  opportunities  are  so  good 
that  employers  can  pay  these  high  wages  in  the  production  of 
commodities  A,  B,  and  C  and  still  make  a  competitive  profit. 

A  study  of  the  foregoing  diagram  should  make  it  clear  that 
a  considerable  amount  of  trade  would  be  likely  to  take  place 
between  these  two  countries  in  spite  of  the  fact  that  both 
were  presumed  to  have  identical  natural  advantages.  Cer¬ 
tainly  country-  -K— will  import  her  entire  supply  of  commod¬ 
ity.  _D-  Very  likely  country  K  would  import  a  part  of  her 
supply  of  commodity  C,  since  the  production  of  this  com¬ 
modity  is  very  limited  in  country  K  and  very  extensive  in 
country  L.  There  probably  would  be  little  if  any  trade  in 
commodity  B,  since  the  relative  production  of  this  commodity 
in  the  two  countries  corresponds  roughly  to  their  respective 
populations.  Probably  country  K  will  export  considerable 
quantities  of  commodity  A  to  country  L,  since  the  production 
of  this  commodity  in  K  is  relatively  large  for  her  population. 

From  this  illustration  an  important  principle  of  interna¬ 
tional  trade  may  be  derived.  The  extent  of  the  trade  and 
commerce  between  two  nations  depends  in  part  upon  differ¬ 
ences  in  the  marginal  productivity  of  the  two  countries.  Since 
wages  depend  upon  the  marginal  productivity  of  labor,  this  is 
merely  another  way  of  saying  that  the  extent  of  trade  between 
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two  countries  depends  in  part  upon  the  relative  wage  levels 
of  the  two  countries.  The  wage  level  in  a  country  may  be  so 
high  that  certain  industries  cannot  be  developed  economically- 
In  such  a  country  only  the  industries  with  superior  natural 
advantages  will  flourish.  In  these  industries  the  productivity 
is  so  great  that  in  spite  of  high  wages  the  labor  costffs  no 
higher  than  in  low-wage  countries.  In  low-wage  countries, 
however,  even  the  industries  with  low  natural  advantages  can 
be  profitably  carried  on,  for  in  spite  of  the  low  productivity 
labor  costs  are  not  excessive,  because  of  the  low  wage  level. 


The  second  important  reason  for  international  trade  is  to  be 
found  in  the  advantages  of  one  country  over  another  in  the 
production  of  certain  commodities.  To  illustrate  this  principle 
clearly  we  shall  assume  that  the  wage  levels  of  two  countries 
are  identical,  but  that  in  the  production  of  certain  commodi¬ 
ties  advantages  are  enjoyed  by  each  country  over  the  other. 
These  advantages  may  be  due  to  differences  in  natural  re¬ 
sources,  nearness  to  markets,  special  training  and  skill  of  the 
population,  or  the  efficiency  of  capital  equipment.  The  prin¬ 
ciples  involved  are  illustrated  in  Fig.  52. 

The  diminishing-productivity  curves  for  country  X  are  rep¬ 
resented  by  the  lines  PP,  and  for  country  Y  by  the  lines  P'P'. 
The  marginal  productivity  of  labor  in  both  countries  is  rep¬ 
resented  by  the  line  OV.  The  number  of  laborers  employed 
on  the  several  commodities  in  country  X  is  represented  by 
OM  and  OR,  and  the  number  of  laborers  employed  in  coun- 
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try  Y  is  represented  by  ON  and  OS.  It  is  clear  from  the  dia¬ 
grams  that  country  X  has  a  great  advantage  over  country  Y 
in  the  production  of  commodity  A,  that  its  advantage  is  much 
less  in  the  case  of  commodity  B,  and  that  in  the  case  of  com¬ 
modity  C,  country  Y  has  a  very  great  advantage  over  coun¬ 
try  X.  All  of  X’s  gainfully  employed  population  is  engaged  in 
the  production  of  A  and  B,  and  none  of  its  labor  is  employed 
in  the  production  of  C,  since  it  can  be  more  advantageously 
employed  elsewhere.  On  the  other  hand,  none  of  the  gainfully 
employed  population  of  country  Y  is  engaged  in  producing 
A,  for  its  labor  can  be  more  advantageously  employed  in 
producing  B  and  C.  Both  countries  produce  B,  but  in  each 
country  the  number  of  laborers  so  employed  is  less  than  the 
number  engaged  in  the  production  of  the  commodity  in  which 
that  country  has  the  greatest  advantage.  It  should  also  be 
noted  that  while  both  countries  produce  commodity  B,  coun¬ 
try  X  has  a  larger  number  of  laborers  employed  in  the  pro¬ 
duction  of  this  commodity  than  country  Y,  because  of  the  fact 
that  the  former  country  has  an  advantage. 

In  this  illustration  it  is  clear  that.X  will  export  commodity  A 
to  Y  and  that  Y  will  export  commodity  C  to  X.  Both  coun¬ 
tries  produce  B,  but  it  is  probable  that  Y  does  not  produce 
enough  to  satisfy  its  market  and  therefore  imports  a  portion 
of  its  supply  from  X. 

These  diagrams  illustrate  the  principle  that  even  though  the 
productivity  and  wage  levels  are  identical  in  two  countries, 
trade  will  normally  take  place  between  the  two  countries  be¬ 
cause  of  the  advantage  that  one  country  has  over  another 
in  the  production  of  certain  commodities. 

Both  the  illustrations  which  we  have  used  are  highly  arti¬ 
ficial.  Nowhere  do  we  find  two  countries  with  exactly  the 
same  productivity  and  wage  levels,  and  nowhere  do  we  find 
two  countries  which  have  exactly  the  same  natural  advan¬ 
tages.  Countries,  in  fact,  differ  greatly,  not  only  in  the  level 
of  productivity  (upon  which  the  wage  level  depends)  but  also 
in  the  natural  advantages  or  disadvantages  in  the  production 
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of  various  commodities.  Let  us  take  Great  Britain  and  the 
United  States  by  way  of  illustration.  The  United  States  has 
a  great  natural  advantage  in  the  production  of  wheat  and  coal 
and,  to  a  less  extent,  in  the  production  of  cloth.  Let  us  assume 
that  Fig.  53  illustrates  the  natural  superiority  of  the  United 
States  in  the  production  of  these  commodities. 

The  diminishing-productivity  curves  for  the  United  States 
are  represented  by  PP,  and  for  Great  Britain  by  P'P' .  The 
numbers  gainfully  employed  in  the  production  of  the  various 
commodities  in  the  United  States  are  represented  by  ON,  OS, 
and  OT,  and  for  Great  Britain  by  OM,  OR,  OU,  and  OZ.  The 


Fig.  53 


marginal  productivity  (and  hence  the  wage  level)  for  the 
United  States  is  represented  by  OF,  and  for  Great  Britain 
by  OG.  From  the  productivity  curves  it  is  clear  that  the 
United  States  has  a  natural  advantage  over  Great  Britain 
in  the  production  of  every  one  of  these  commodities;  but 
the  advantage  is  greatest  in  the  production  of  wheat,  second 
in  the  production  of  coal,  third  in  the  production  of  the  coarser 
cottons,  and  least  in  the  case  of  the  finer-grade  woolens. 

Since  the  United  States  has  a  natural  superiority  in  the 
production  of  all  commodities,  it  may  at  first  thought  appear 
that  it  could  not  profitably  import  anything  from  Great 
Britain.  It  is,  of  course,  easy  to  see  that  if  Great  Britain 
has  a  natural  superiority  to  the  United  States  in  the  produc¬ 
tion  of  certain  goods  it  would  be  the  normal  thing  for  us  to 
import  those  goods  while  we  in  turn  would  export  to  Great 
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Britain  the  goods  in  which  we  have  an  advantage.  But  it  is 
not  so  easy  to  see  that  even  though  we  have  a  natural  superi¬ 
ority  over  Great  Britain  in  every  line  of  production  it  will  still 
be  advantageous  for  us  to  import  many  things  from  that  coun¬ 
try.  The  United  States  cannot  afford  to  produce  everything 
in  which  it  has  an  advantage  over  Great  Britain. 

A  study  of  the  curves  will  show  that  Great  Britain  will 
produce  every  one  of  the  commodities  named  in  spite  of  the 
fact  that  she  is  at  a  natural  disadvantage  in  every  one.  On 
the  other  hand,  the  United  States  will  produce  only  the  three 
commodities  in  which  it  has  the  greatest  advantage  in  spite 
of  the  fact  that  it  has  a  natural  advantage  in  the  production 
of  all  four  commodities.  It  cannot  afford  to  produce  the  finer 
grade  of  woolens  at  all,  because  the  marginal  productivity  of 
labor  in  the  production  of  wheat,  coal,  and  the  coarser  cottons 
is  so  high  that  labor  and  capital  are  attracted  to  these  fields. 
Labor  cannot  produce  a  value  product  of  fine-grade  woolens 
sufficient  to  equal  the  marginal  product  in  the  other  fields.  In 
other  words,  the  wages  that  can  be  earned  in  the  production 
of  wheat,  coal,  and  cottons  are  so  high  that  no  employer  can 
afford  to  employ  labor  in  the  production  of  the  finer  grade 
of  woolens. 

Let  us  analyze  this  problem  a  little  more  closely.  Assume 
that  the  daily  wage  in  the  United  States  is  $4  and  that  it  is 
$2  in  Great  Britain.  Suppose  that  an  American  workman  can, 
under  the  most  favorable  combination  of  factors,  produce 
$3.75  worth  of  woolen  cloth,  and  that  a  British  workman  can, 
under  the  most  favorable  combination  of  factors,  produce 
$3.50  worth.  Since  American  workmen  can  earn  $4  in  other 
lines  of  production,  it  follows  that  they  cannot  profitably  be 
employed  in  the  production  of  woolens.  On  the  other  hand, 
since  British  workmen  can  earn  only  $2  in  other  lines,  it  fol¬ 
lows  that  they  can  profitably  be  employed  in  the  production 
of  woolens,  and  labor  and  capital  will  flow  into  this  industry 
until  the  marginal  product  of  labor  is  reduced  to  the  general 
level  of  $2. 
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It  should  now  be  clear  that  the  United  States  will  import  its 
total  supply  of  fine-grade  woolens  in  spite  of  the  fact  that  an 
American  workman  can  produce  more  yards  of  woolen  cloth  a 
day  than  a  British  workman  can.  On  the  other  hand,  although 
Great  Britain  will  produce  a  part  of  her  wheat  supply,  she  will 
import  most  of  it,  since,  except  for  the  land  most  favorable  to 
wheat  production,  her  labor  can  be  employed  more  profitably 
elsewhere.  In  the  case  of  the  coarser  cottons  the  United  States 
imports  a  considerable  amount  in  spite  of  the  fact  that  it  has 
a  natural  advantage  over  Great  Britain.  A  part  of  its  domestic 
market  will  be  supplied  by  its  own  labor  —  that  part  which 
can  be  produced  under  sufficiently  favorable  conditions  to  pay 
the  wages  which  can  be  earned  elsewhere. 

We  may  now  summarize  the  more  important  conclusions  as 
follows : 

1.  A  nation’s  labor  and  capital  will  naturally  flow  into  those  occupa¬ 
tions  which  will  yield  the  highest  returns. 

2.  From  the  principle  given  above  it  follows  as  a  corollary  that  a 
country  may  import  its  total  supply  of  certain  commodities  even 
though  it  has  a  natural  superiority  over  the  competing  country.  The 
reason  is  that  its  population  is  fully  employed  in  the  production  of 
goods  in  which  it  has  a  still  greater  advantage. 

3.  Even  though  a  country  is  inferior  in  the  production  of  many  or 
even  all  commodities,  it  may  still  be  able  not  only  to  supply  its 
domestic  market,  but  even  to  export  certain  commodities  to  the 
superior  country.  The  natural  inferiority  in  production  will,  indeed, 
mean  a  low  wage  level,  but  it  will  not  prevent  its  capital  and  labor 
from  being  employed.  An  inferior  nation  need  therefore  have  no  fear 
that  other  nations  with  superior  natural  advantages  will  be  able  to 
undersell  it  in  all  lines  and  thus  drive  it  out  of  business.  The  superi¬ 
ority  of  the  foreign  nations  will  force  their  employers  to  pay  high 
wages,  whereas  the  inferiority  of  the  country  in  question  will  compel 
its  employers  to  pay  low  wages.  Thus  the  wage  level  of  the  superior 
country  will  be  so  high  that  the  inferior  country  with  its  low  wage 
level  can  successfully  compete  in  many  lines. 

4.  On  the  other  hand,  a  country  with  a  high  wage  level  need  have 
no  fear  that  low-wage  countries  will  be  able  to  undersell  it  in  all  lines 
of  business.  It  must  not  be  forgotten  that  such  a  country  enjoys  a 
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high  wage  level  because  of  its  superiority  in  production.  Therefore, 
even  with  the  high  wages  its  labor  costs  are  no  higher  than  in  low-wage 
countries,  and  in  many  lines  probably  not  as  high.  In  this  connection 
it  is  labor  costs,  not  wages,  that  count.  What  is  often  forgotten  is  the 
fact  that  wages  are  high  simply  because  the  country  does  enjoy  a 
superiority  in  production.  If  it  were  really  true  that  low- wage  coun¬ 
tries  could  undersell  the  high-wage  countries  in  all  lines,  then,  of 
course,  it  would  be  impossible  for  the  high  wages  in  the  superior 
country  to  continue  at  their  former  high  level,  and  the  inevitable 
result  would  be  a  readjustment.  But  the  fact  that  the  high  wage  level 
continues  is  itself  proof  conclusive  that  the  industries  of  the  country 
can  pay  it. 

The  Menace  of  Foreign  Competition.  Why,  then,  do  we  hear 
so  much  in  the  business  world  about  the  fear  of  foreign  com¬ 
petition  if  in  fact  these  things  automatically  adjust  them¬ 
selves  ?  The  answer  is  that  it  is  through  the  competition  of 
entrepreneurs  that  the  adjustments  take  place.  It  is  this  com¬ 
petition  that  forces  wages  up  or  down,  as  the  case  may  be, 
and  into  line  with  the  marginal  productivity  of'  labor.  The 
readjustments  are  constantly  forcing  certain  entrepreneurs  to 
the  wall  —  entrepreneurs  who  find  themselves  unable  to  pay 
the  going  rate  of  wages  and  to  sell  their  products  at  the  market 
prices.  The  pressure  of  competition  is  a  real  one ;  and  it  is 
no  wonder  that  employers  are  much  concerned  over  the  wages 
paid  by  their  competitors,  both  foreign  and  domestic,  as  well 
as  the  prices  at  which  they  sell  their  products. 

Moreover,  situations  sometimes  arise  under  which  foreign 
competition  becomes  exceptionally  serious.  If  the  wage  level 
has  by  extraordinary  circumstances  been  raised  in  one  coun¬ 
try  or  lowered  in  another  above  or  below  the  normal  level 
established  by  the  marginal  product  of  labor,  it  is  clear  that 
the  low-wage  country  will  prove  a  dangerous  competitor  to 
the  high- wage  country.  Under  these  circumstances  the  coun¬ 
try  with  a  wage  level  lower  than  the  marginal  productivity  of 
labor  would  warrant  has  low  labor  costs,  whereas  the  country 
with  an  abnormally  high  wage  level  has  exceptionally  high 
labor  costs.  These  conditions  would  permit  the  country  with 
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low  labor  costs  to  undersell  the  country  with  high  labor 
costs.  Yet  this  situation  would  set  forces  in  motion  that  would 
tend  to  reestablish  in  each  country  a  wage  level  that  would 
correspond  to  the  marginal  product,  for  the  country  with  low 
labor  costs  would  capture  the  market  and  expand  produc¬ 
tion,  whereas  the  country  with  high  labor  costs,  unable  to  get 
the  orders,  would  be  forced  to  close  its  shops  and  turn  its 
wage-earners  out  on  the  streets.  Expanding  production  in 
the  former  country  would  create  a  scarcity  of  labor,  and  the 
resulting  competition  for  workers  would  gradually  raise  the 
wage  level  to  the  marginal-productivity  level.  On  the  other 
hand,  hard  times  and  unemployment  in  the  high-wage  country 
would  exert  a  powerful  pressure  in  the  direction  of  a  reduction 
of  wages. 

Many  illustrations  of  such  maladjustments  as  we  have  just 
spoken  of  could  be  cited.  Often  they  constitute  problems  of 
major  importance  in  modern  life.  Take  the  case  of  England 
and  Germany  in  the  post-war  period.  With  the  drop  in  prices 
in  1920  British  wages  failed  to  decline  proportionately,  partly 
because  of  the  inertia  of  wages  as  compared  to  wholesale  prices, 
partly  because  of  social  legislation,  and  partly  because  of  the 
organized  effort  of  the  trade  unions.  Consequently  wages 
pressed  severely  on  profits,  and  large  numbers  of  workmen 
were  unemployed.  On  the  other  hand,  inflation  continued  in 
Germany  until  near  the  close  of  the  year  1923.  During  this 
period  of  terrific  inflation  German  wages  lagged  far  behind 
prices.  As  a  result  of  these  opposite  price  movements  and  the 
wage  lag,  British  wages  were  abnormally  high  and  German 
wages  were  abnormally  low  —  abnormal,  that  is  to  say,  in 
view  of  the  marginal  productivity  of  labor  in  each  country. 
Labor  costs  were  high  in  England  and  low  in  Germany ;  there¬ 
fore  England  found  it  difficult  to  compete  with  Germany  in 
the  foreign  markets. 

Similarly,  if  minimum-wage  laws,  social  insurance,  and  col¬ 
lective  bargains  with  trade  unions  have  the  effect  of  raising 
labor  costs,  it  is  clear  that  the  entrepreneurs  in  countries 
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with  lower  labor  standards  have  an  advantage.1  A  larger  slice 
of  the  market  will  consequently  go  to  the  country  with  lower 
labor  costs,  and  the  country  with  superior  labor  standards 
can  retain  them  only  at  the  expense  of  a  certain  amount  of 
unemployment.  In  other  words,  the  high  labor  cost  will  tend 
to  force  a  certain  number  of  marginal  firms  out  of  business, 
leaving  the  field  to  the  more  ably  managed  firms  or  to  those 
having  superior  sites  and  resources.  Hence  countries  with 
advanced  labor  standards,  such  as  England,  are  necessarily 
interested  in  raising  labor  standards  in  less  advanced  coun¬ 
tries  in  order  to  protect  their  own  standards.  If  the  stand¬ 
ards  are  raised  in  all  competing  countries,  a  steady  pressure  is 
applied  on  the  entrepreneurs  of  all  countries  to  raise  the  level 
of  productivity ;  but  if  one  country  alone  is  seeking  to  main¬ 
tain  high  standards,  it  is  likely  to  be  worsted  in  the  open 
market  by  the  unscrupulous  low-standard  countries.  Not  in¬ 
frequently  a  situation  of  this  sort  is  found  between  different 
regions  within  the  same  country.  Thus,  in  the  United  States 
the  nonunion  coal  mines  in  West  Virginia  are  able  to  reduce 
wages  in  periods  of  depression,  whereas  the  union  coal  fields, 
working  under  two-year  or  three-year  contracts,  are  unable 
to  do  so.  Thus  in  the  period  of  depression  when  the  market  is 
limited  the  nonunion  mines  are  able  to  undersell  all  but  the 
better  union  mines.  This  forces  the  union  miners  to  pay  for 
their  superior  wages  and  working  conditions  by  bearing  the 
brunt  of  unemployment  when  the  trade  is  depressed.  This 
indicates  the  danger  in  raising  standards  higher  than  is  justi¬ 
fied  by  the  industrial  situation.  On  the  other  hand,  if  the 
pressure  of  high  labor  standards  is  removed,  entrepreneurs 
are  likely  to  seek  to  reduce  costs  by  lowering  wages  rather 
than  by  increasing  the  productivity  of  the  industry  through 
the  elimination  of  waste  and  improved  management  or  tech- 

1  It  should  not  be  forgotten  that  these  measures  do  not  of  necessity  raise  labor 
costs ;  in  fact  they  have  often  lowered  the  labor  cost  through  the  increased  pro¬ 
ductivity  stimulated  by  establishing  better  conditions  for  the  wage-earners.  The 
increase  in  productivity  may  be  due  either  to  increased  efficiency  of  the  workmen 
themselves  or  to  improved  processes  and  methods  introduced  by  the  firm. 
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nical  processes.  The  competition  is  clearly  unfair  when  high 
standards  are  exacted  in  certain  regions  and  not  in  others. 

Another  matter  that  deserves  brief  consideration  in  this  con¬ 
nection  is  the  effect  of  the  unequal  development  of  economic 
efficiency  in  different  countries.  Before  the  war  Germany 
was  making  exceptionally  rapid  strides  in  industrial  prog¬ 
ress.  Was  her  growing  prosperity  an  economic  advantage  or 
disadvantage  to  other  countries  —  to  England,  for  example? 
That  depends.  In  so  far  as  Germany’s  increased  productivity 
occurred  in  industries  in  which  British  labor  and  capital  were 
chiefly  engaged,  England  would  suffer.  The  enlarged  output 
from  these  industries  would  lower  the  exchange  value  of  their 
products,  thus  lowering  the  value  product  of  British  industries, 
even  though  the  physical  product  was  as  high  as  before.  With 
lower  marginal  productivity  real  wages  would  tend  to  fall 
until  labor  costs  for  British  entrepreneurs  reached  the  level 
of  German  labor  costs.  This  would  be  the  price  that  England 
would  have  to  pay  to  hold  her  place  in  competition  with  Ger¬ 
many.  In  so  far  as  Germany’s  progress  developed  in  lines  in 
which  England  was  predominantly  a  consumer  rather  than 
producer,  England  would  gain,  since  the  increased  output  of 
these  goods  would  raise  the  exchange  value  of  British  indus¬ 
try.  It  is  often  true  that  a  country  gains  from  the  increased 
productivity  of  her  neighbors,  but  not  always.  If  she  is  a  con¬ 
sumer  of  the  goods  in  question  she  gains ;  if  she  is  a  producer 
of  similar  goods,  she  may  be  a  loser  unless  she  can  readjust 
her  production  successfully  on  the  new  basis.  The  doctrine  of 
harmony  of  interests  between  nations  has  its  limits. 

It  is  sometimes  said  that  a  country  like  England  will  suffer 
in  so  far  as  Australia,  India,  China,  Russia,  and  other  coun¬ 
tries  develop  industrially  and  become  more  self-sufficient. 
This  is  not  necessarily  true.  It  is  not  unlikely  that  as  these 
countries  expand  their  production  their  increased  purchasing 
power  will  improve  England’s  foreign  market.  Even  though 
these  countries  do  furnish  in  part  the  same  types  of  goods  and 
services  which  England  offers,  nevertheless  they  may  produce 


698 


PRINCIPLES  OF  ECONOMICS 


so  much  more  of  other  sorts  of  goods  that,  relatively,  England’s 
products  will  be  scarcer  (and  therefore  more  valuable)  than 
now.  On  the  other  hand,  it  is  possible  that  these  undeveloped 
countries  may  eventually  produce  so  much  of  the  goods  and 
services  which  England  (both  because  of  her  resources  and 
her  people)  is  best  adapted  to  furnish  that  her  position  will  be 
weakened.  The  value  product  of  a  nation  (and  therefore  a 
nation’s  income)  depends  in  the  modern  order  not  only  on  its 
productive  efficiency  (and  this  in  turn  rests  on  (1)  its  natural 
resources,  (2)  its  capital  equipment,  and  (3)  the  efficiency  and 
genius  of  its  people)  but  also  in  large  part  on  what  is  pro¬ 
duced  elsewhere.  Any  of  these  factors  will  affect  England’s 
future  position  in  world  trade. 

STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  "The  only  reason  why  we  gain  from  international  trade  is  that 
the  national  resources  and  abilities  of  the  people  are  different  in  the 
different  countries.”  Do  you  agree?  Why,  or  why  not. 

2.  "The  fact  that  the  wage  level  is  not  the  same  in  different  coun¬ 
tries  is  one  of  the  leading  causes  of  international  trade.”  Discuss. 

3.  "Under  free  trade,  goods  will  tend  to  be  shipped  from  a  low- 
wage  country  to  a  high-wage  country  until  wages  are  equalized.” 
Show  that  this  is  not  true,  and  point  out  the  reasons  why. 

4.  "If  a  country  has  a  natural  or  technical  superiority  over  all 
other  countries,  it  cannot  afford  to  import  that  commodity.”  Do  you 
agree  ?  Why,  or  why  not. 

5.  "The  high  wage  level  in  Australia  prevents  her  from  developing 
many  industries  that  might  flourish  there.”  Show  that  this  is  true, 
and  point  out  why  the  wages  are  high.  Does  it  follow  that  it  is  desir¬ 
able  for  a  country  to  have  a  low  wage  level  ? 

6.  "High  wages  make  labor  cost  high  in  some  industries  but  not  in 
others.”  Why?  Under  the  circumstances  what  will  become  of  the 
high-labor-cost  industries  ? 

7.  "  It  is  an  old  fallacy  that  a  nation  suffers  from  the  prosperity  of 
its  neighbors.”  Does  a  nation  always  profit  by  the  prosperity  of  its 
neighbors  ?  Does  it  sometimes  profit  ?  Explain. 
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8.  "It  is  important  that  wages  and  working  conditions  be  made 
uniform  throughout  the  world ;  otherwise  labor  costs  will  be  high  in 
some  countries  and  low  in  others,  and  this  results  in  unequal  competi¬ 
tion.”  Do  you  agree?  What  fundamental  point  is  overlooked?  If 
wages  are  equal  the  world  over,  are  labor  costs  likely  to  be  equal? 
Explain. 

9.  "It  is  difficult  for  a  nation  to  improve  its  labor  standards  by 
legislation  so  long  as  other  countries  do  not  do  so.”  Show  that  this  is 
true,  and  explain  the  reason  why. 

10.  "During  the  war  many  of  the  industrially  backward  countries, 
such  as  South  Africa,  Australia,  India,  and  China,  were  deprived  of 
part  of  their  customary  supply  of  manufactured  goods  from  Europe. 
Thus  the  war  stimulated  the  development  of  manufacturing  in  these 
countries.  After  the  war  the  doors  were  closed  to  the  European  prod¬ 
ucts,  and  this  accounts,  in  large  part,  for  the  post-war  European 
depression.”  Discuss. 


CHAPTER  XXXVII 

TARIFF  AND  FREE-TRADE  PRINCIPLES 

Until  recently  duties  on  imported  articles  constituted  an 
important  source  of  the  revenue  of  our  Federal  government. 
However,  since  the  import  duties  yield  at  the  present  time 
only  about  15  per  cent  of  the  Federal  revenue,  it  will  be  seen 
that  the  tariff  as  a  producer  of  revenue  is  no  longer  of  out¬ 
standing  significance.  The  other  function  of  the  tariff  — to 
protect  domestic  producers  against  foreign  competition  — 
continues  to  occupy  a  place  of  great  importance  in  modern 
governmental  policies. 

In  the  early  history  of  the  American  union  it  was  certainly 
true  that  the  tariff  was  of  greater  significance  as  a  producer 
of  revenue  than  as  a  device  to  protect  American  manufacturers 
against  foreign  competition.  Not  until  the  close  of  the  Napo¬ 
leonic  wars  and  the  War  of  1812  was  the  tariff  seriously  made 
use  of  as  a  protective  instrument.  During  the  course  of  these 
wars  commerce  between  the  neutral  states  and  England  had 
been  largely  interrupted  as  a  result  of  the  restrictions  imposed 
on  international  trade  by  the  Berlin  and  Milan  decrees  issued 
by  Napoleon,  the  retaliatory  orders  in  council  issued  by  the 
British  government,  and  finally  by  the  embargo  acts  of  the 
United  States  government.  This  obstruction  to  commerce 
forced  the  Americans  to  rely  on  themselves  for  the  supply  of 
manufactured  products  to  a  far  greater  extent  than  before. 
When  the  war  was  over  and  the  English  manufacturers  began 
to  dump  their  surplus  products  on  the  American  markets,  it 
was  inevitable  that  the  owners  of  the  newly  formed  and  weak 
American  industries  should  demand  protection  against  the 
older  and  more  firmly  established  English  firms.  In  response 
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to  this  demand  the  tariff  act  of  1816  was  passed.  In  particular 
this  act  brought  a  considerable  measure  of  protection  to  the 
rising  textile  and  iron  industries  —  the  two  industries  that 
first  developed  the  factory  system  in  the  United  States.  Still 
higher  protection  was  granted  in  the  acts  of  1824  and  1828. 
In  the  act  of  1828  an  appeal  was  made  to  the  farmers  of 
the  new  West  to  lend  their  support  to  the  protective  system 
by  including  among 
the  protected  articles 
wool,  hemp,  and  flax. 

In  the  act  of  1833 
the  country  began, 
under  the  leadership 
of  the  agricultural 
South,  which  ex¬ 
ported  its  surplus 
product  of  cotton 
and  tobacco  and 
therefore  needed  no 
protection,  to  move 
in  the  direction  of 
freer  trade.  This 
compromise  act  pro¬ 
vided  that  the  duties 
should  be  progres¬ 
sively  reduced  until  1842.  But  in  1842,  on  the  return  to  power 
of  the  Whigs,  higher  rates  were  again  imposed.  The  trend  to¬ 
ward  tariff  reduction  returned,  however,  with  the  act  of  1846, 
and  this  was  followed  in  turn  by  a  still  lower  tariff  in  the  act 
of  1857,  when  the  rates  of  import  duties  to  the  total  value  of 
dutiable  imports  fell  to  the  level  of  approximately  20  per  cent. 

In  1861  the  Republican  party,  which  favored  the  policy  of 
protection,  assumed  control  of  the  government.  Three  tariff 
acts  were  passed  during  the  Civil  War  period,  each  higher  than 
the  preceding  one,  until  in  the  act  of  1864  the  level  of  duties 
was  raised  to  nearly  50  per  cent.  Then  began  a  long  period  of 


Fig.  54.  Ratio  of  duties  to  total  dutiable  imports 
entered  for  consumption.  From  the  Statistical 
Abstract,  1926 
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high  protection  during  which  the  ratio  of  duties  to  taxable 
imports  remained  at  the  high  level  of  from  40  to  50  per  cent. 
Not  until  the  Underwood  tariff  of  the  Wilson  administration 
in  1913  was  any  material  reduction  achieved.  Under  this  act 
the  ratio  of  duties  to  taxable  imports  fell  to  about  20  per  cent 
in  1918-1920.  With  the  return  of  the  Republicans  to  power  in 
1921  a  temporary  tariff  measure  of  a  highly  protectionist 

nature  was  passed, 
and  this  was  fol¬ 
lowed  by  the  act  of 
1922,  which  restored 
the  tariff  wall  to  ap¬ 
proximately  the  40 
per  cent  level. 

The  average  height 
of  our  tariff  wall  from 
1820  to  1926  can  be 
seen  at  a  glance  from 
Fig.  54.  Except  for 
the  two  decades  be¬ 
fore  the  Civil  War 
and  the  period  of 
the  Wilson  adminis¬ 
tration  the  tariff  wall 
(the  ratio  of  duties 
to  taxable  imports) 
has  persistently  stood  at  a  level  of  from  40  to  50  per  cent. 

On  the  other  hand,  if  we  consider  (see  Fig.  55)  the  percent¬ 
age  of  the  total  value  of  our  imports  which  is  free  of  duty,  the 
tendency  has  been  almost  steadily  in  the  direction  of  freer 
trade.  In  the  decade  of  the  twenties  (nineteenth  century) 
only  6  per  cent  of  our  imports  (measured  in  terms  of  value) 
were  duty-free.  In  the  thirties  the  percentage  rose  to  nearly 
40  per  cent,  but  from  1840  to  1865  it  fell  to  less  than  20  per 
cent.  In  the  five-year  period  following  the  Civil  War  only 
7  per  cent  of  our  imports,  by  value,  were  on  the  free  list.  From 


Fig.  55.  Per  cent  of  value  of  imports  admitted 
free  (1821-1870,  per  cent  of  total  imports ;  1871- 
1926,  per  cent  of  total  imports  less  reexports). 
From  the  Statistical  Abstract,  1926 


TARIFF  AND  FREE -TRADE  PRINCIPLES 


703 


this  time  on  the  proportion  rose  to  nearly  60  per  cent  in  1874, 
then  declined  to  42  per  cent  in  1901,  after  which  it  rose  to 
75  per  cent  in  1918,  the  highest  point  ever  reached.  Under 
the  Republican  tariff  acts  of  1921  and  1922  the  percentage 
has  ranged  from  60  to  65  per  cent.  Thus  even  under  the  pres¬ 
ent  protective  system  nearly  two  thirds  of  our  imports  are 
duty-free. 

A  much  larger  proportion  of  our  finished  manufactured 
goods  are  in  the  free  list  now  than  formerly.  In  1926  one  third, 
by  value,  of  the  imports  of  this  class  of  goods  were  free  of 
duty,  but  it  is  especially  crude  and  semimanufactured  mate¬ 
rials  that  are  admitted  without  tariff  restrictions.  Among  the 
important  commodities  on  the  free  list  in  the  tariff  act  of 
1922  are  crude  rubber,  raw  silk,  coffee,  hides  and  skins,  petro¬ 
leum,  tin,  and  copper.  These  seven  commodities  alone  con¬ 
stitute  over  one  third  of  our  total  imports.1  Table  XXXVII, 
on  page  704,  gives  the  trend  toward  free-trade  imports  by 
broad  classes  of  commodities. 

Arguments  in  Support  of  the  Protective  Tariff.  The  Infant- 
Industry  Argument.  The  arguments  that  have  been  advanced 
in  support  of  the  tariff  have  shifted  from  time  to  time  in  our 
history.  Changing  economic  conditions  have  altered  the  argu¬ 
ments  brought  forward,  and  each  argument  advanced  has 
been  suited  to  the  peculiar  conditions  of  the  period  in  ques¬ 
tion.  The  earliest  theory  advanced  in  support  of  the  protective 


1  Leading  Imports  into  the  United  States  in  1926 


Five  leading  imports 

Rubber  (crude) . 

Silk  (raw)  . 

Coffee . 

Paper  and  wood  pulp  .  . 
Sugar  (cane) . 

Animal  products 

Furs  and  fur  manufactures 
Wool  and  mohair  .... 
Hides  and  skins . 


Mineral  products 

Petroleum  and  petroleum  products  . 

Tin  and  tin  products . 

Copper  (ore  and  manufactures)  .  , 


Value 

Percentage 
Total  Impor 

.  .$506,000,000 

11.4 

.  393,000,000 

8.9 

.  323,000,000 

7.3 

261,000,000 

5.8 

.  233,000,000 

5.2 

.  117,000,000 

2.6 

.  107,000,000 

2.4 

97,000,000 

2.2 

125,000,000 

2.8 

.  105,000,000 

2.4 

.  100,000,000 

2.3 
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Table  XXXVII.  Percentage  of  Imports  (Measured  by  Value) 

Free  of  Duty 


1821 

1860 

1900 

1926 

Crude  materials  . 

58.1 

42.7 

75.6 

82.8 

Crude  foodstuffs  and  food  animals 

92.1 

70.2 

81.2 

Manufactured  foodstuffs  .... 

7.4 

17.4 

13.4 

Semimanufactured  goods  .  .  . 

12.1 

18.4 

34.0 

70.7 

Finished  manufactured  goods  .  . 

0.2 

1.9 

8.4 

34.8 

tariff  was  the  infant-industry  argument.  According  to  this 
theory  a  protective  tariff  policy  is  especially  valuable  in  a  new 
country  where  the  resources  and  people  are  well  adapted  for 
the  industries  which  it  is  proposed  to  protect,  but  these  indus¬ 
tries  find  it  difficult  at  first  to  compete  with  the  industries 
which  are  already  firmly  established  in  the  older  countries. 
The  protective  tariff  helps  to  get  these  industries  on  their  feet ; 
and  it  is  believed  that  once  they  have  become  going  concerns 
they  will  be  able  to  face  world  competition  without  any  shel¬ 
tering  governmental  protection.  The  argument  was  effectively 
made  use  of  after  the  Napoleonic  wars,  when  our  infant  manu¬ 
facturing  industries  found  it  difficult  to  face  the  competition 
of  the  better-established  English  manufacturers. 

If  a  protective  tariff  is  to  be  successfully  maintained  politi¬ 
cally,  the  system  must  be  made  to  appeal  to  the  general  pub¬ 
lic  and  not  merely  to  a  specially  favored  class  of  producers ; 
or  at  least  it  must  be  shown  that  the  benefits  accruing  to  a 
special  class  will  eventually  accrue  directly  and  indirectly  to 
other  classes  as  well.  The  infant-industry  argument  sought 
to  show  that  the  building  up  of  these  industries  would  be  bene¬ 
ficial  to  the  entire  nation,  since  it  would  eventually  enable  the 
domestic  consumers  to  secure  the  products  of  these  indus¬ 
tries  on  more  favorable  terms  than  from  foreigners.  Once  the 
industries  in  question  were  firmly  established,  the  whole  na¬ 
tion,  it  was  argued,  would  benefit. 

The  Home-Market  Argument.  Historically  the  home-market 
argument  came  next.  The  infant-industry  argument  was  not 
sufficient  to  satisfy  the  demands  of  the  protectionists,  since  it 
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could  be  made  to  apply  only  to  those  industries  which  the 
resources  of  the  country  and  the  abilities  of  its  population 
specially  favored.  It  was  next  the  desire  of  the  protectionists 
to  show  that  it  was  economical  to  develop  even  those  indus¬ 
tries  which  could  never  hope  to  face  foreign  competition  on  a 
free-trade  basis.  The  home-market  argument  was  admirably 
suited  to  this  purpose. 

This  argument  was  directed  in  particular  to  the  farmers, 
who,  after  the  Napoleonic  wars,  were  suffering  from  inade¬ 
quate  foreign  markets  for  their  products.  Farmers  have  al¬ 
ways  been  hard  hit  by  post-war  deflation  of  prices,  and  the 
post-Napoleonic  agricultural  depression  had  many  points  of 
similarity  to  the  recent  agricultural  depression  which  followed 
the  World  War.  Under  the  leadership  of  Henry  Clay  the  pro¬ 
tectionists  now  came  forward  with  what  appeared  (super¬ 
ficially  at  least)  to  be  a  solution  of  the  problem.  And  this  was 
the  proposal :  American  manufactures  were  to  be  built  up  by 
means  of  a  protective  tariff.  The  development  of  these  indus¬ 
tries  would  create  a  large  urban  population  which  would  fur¬ 
nish  a  good  domestic  market  for  farm  products.  With  a  larger 
proportion  of  the  population  engaged  in  manufacturing,  a  more 
favorable  balance  would  exist  between  agriculture  and  indus¬ 
try.  Thus  it  was  argued  that  a  tariff  which  directly  protected 
manufacturing  was  indirectly  beneficial  to  agriculture  as  well. 

The  High-Wages  Argument.  Until  the  twenties  (nineteenth 
century),  during  which  decade  the  wage-earners  in  many 
states  gained  the  suffrage,  it  had  been  urged  that  a  protective 
tariff  was  necessary  because  of  the  high  level  of  wages  in 
America  compared  with  the  wages  paid  in  Europe.  Manufac¬ 
turing  could  not  hope  to  develop,  it  was  argued,  in  a  country 
that  was  faced  in  its  foreign  competition  with  the  handicap 
of  extraordinarily  high  wages.  But  now  that  the  wage-earners 
had  become  voters  it  became  necessary  to  gain  their  support 
for  the  cause  of  protection.  So  the  argument  was  shifted,  and 
it  was  now  made  to  appear  that  the  protective  tariff  was  the 
cause  of  high  wages,  and  that  a  protective  system  was  neces- 
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sary  to  maintain  high  wages.  Without  this  protection  for¬ 
eigners  would  be  able  to  undersell  American  producers,  and 
this  in  turn  would  either  drive  the  latter  out  of  business  or 
compel  them  to  lower  wages  in  order  to  compete  with  the 
foreign-made  goods.  Protection  would  bring  increased  em¬ 
ployment  at  high  wages.  Such  was  the  argument  advanced 
by  the  politicians  in  the  campaigns  of  1828,  1832,  1836,  and 
1840.  The  tariff  was  necessary  to  protect  American  labor 
against  the  pauper  labor  of  Europe.  And  this  argument  has 
been  repeated  down  to  the  present  day. 

The  National-Defense  Argument.  Finally  the  protective 
tariff  was  urged  as  a  means-  of  safeguarding  the  interests  of  a 
nation  in  time  of  war.  Wars  disrupt  commerce  between 
nations  and  force  each  country  to  rely  more  or  less  exclusively 
upon  its  own  production.  It  is  argued  that  in  a  world  which 
is  still  subject  to  important  international  conflicts  every  gen¬ 
eration  or  so,  itjs  not  wise'to  depend  too  much  upon  foreigners 
for  essential  products.  A  certain  measure  of  national  self- 
sufficiency  is  desirable  and  even  necessary,  it  is  said,  in  a 
world  which  has  not  yet  been  able  to  achieve  lasting  interna¬ 
tional  peace.  This  argument  does  not  rest  upon  economic 

grounds  at  all,  but  purely  upon  patriotic  and  nationalistic 
grounds. 

The  Validity  of  the  Arguments  for  Protection  Examined.  Let 
us  now  consider  briefly  the  validity  of  these  arguments.  The 
infant-industry  argument  is  theoretically  entirely  sound,  but 
practically  there  is  great  danger  in  it.  Industries  of  this  char¬ 
acter  are  never  found  willing  to  admit  that  they  have  arrived 
at  manhood  ;  they  are  never  willing  to  test  their  strength  by 
facing  foreign  competition  in  a  free  market.  This  has  been  our 
experience  with  the  cotton,  woolen,  silk,  and  iron  and  steel 
industries.  Having  grown  up  under  the  sheltering  support  of 
the  tariff  they  persist  in  clamoring  for  a  continuance  of  its 
protection.  There  are,  indeed,  sound  theoretical  arguments 
for  protection,  as  the  British  economist  Sidgwick  once  said 
but  in  practice  free  trade  is  safer. 
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There  is  also  much  sound  sense  in  the  national-defense 
argument,  but,  as  we  have  already  indicated,  the  argument 
does  not_rest^on  economic  grounds.  Even  though  it  were 
detrimental  to  a  nation  economically  to  build  up  a  protective 
system,  it  might  still  be  worth  while,  as  Adam  Smith  pointed 
out  a  hundred  and  fifty  years  ago,  to  maintain  such  a  policy 
from  the  standpoint  of  national  safety.  It  is  not  economical  to 
maintain  a  standing  army,  but  it  may  still  be  necessary  to  do 
so,  and  the  same  argument  may  apply  to  the  tariff. 

But  even  the  nationalistic  argument  is  not  wholly  faultless. 
Tariffs  and  wars  are  interrelated  in  a  vicious  circle.  Tariffs 
may  be  necessary  as  a  protective  device  in  case  of  wars,  but 
the  spirit  of  hostility  toward  foreign  countries  is  fostered  and 
inflamed  by  the  erection  of  tariff  barriers.  A  free-trade  policy 
the  world  over  would  go  far  toward  establishing  international 
goodwill. 

The  home-market  argument  is  essentially  unsound  except 
in  so  far  as  it  is  linked  with  the  nationalistic  argument.  The 
home-market  argument  overlooks  several  essential  facts.  Jf 
indeed  there  is  a  maladjustment,  a  lack  of  balance  between 
agriculture  and  manufacturing  to  the  disadvantage  of  agricul¬ 
ture,  it  follows  that  labor  and  capital  will  gradually  be  di¬ 
verted  from  agriculture  into  manufacturing,  even  though  no 
protection  were  given  to  manufacturing.  Under  a  protective 
system  this  movement  would  doubtless  be  more  rapid ;  but 
it  might  easily  go  too  far,  diverting  labor  and  capital  away 
from  farms  which  from  the  standpoint  of  the  best  economical 
utilization  of  the  nation’s  resources  ought  not  to  be  abandoned. 

If,  on  the  other  hand,  the  protection  to  manufacturing 
results  in  a  diversion  of  labor  or  capital  or  both  from  foreign 
countries  to  the  protected  country,1  the  result  varies  with  the 
particular  circumstances.  If  the  immigration  of  foreign  labor 
is  stimulated  by  the  tariff  policy  (which  is  doubtful),  the 

1  It  is  well  known  that  foreign  manufacturers  frequently  "jump”  the  tariff  wall 
by  building  factories  within  the  borders  of  the  protected  country.  Thus  Henry  Ford 
has  built  several  plants  in  Australia  and  in  various  European  countries.  The  Inter¬ 
national  Harvester  Company  and  many  others  have  pursued  a  similar  policy. 
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foreign  market  for  farm  products  is  likely  to  be  reduced  at  the 
same  time  that  the  home  market  is  increased,  though  not 
necessarily  to  the  same  extent.  It  is  not  impossible,  however, 
that  the  foreign  population  may  remain  substantially  as  large 
as  would  have  been  true  had  there  been  no  emigration.  Under 
these  circumstances  the  population  of  the  world  would  be 
greater  to  the  extent  that  emigration  was  encouraged  by  the 
protective  tariff,  and  world-wide  increase  in  population  is,  of 
course,  favorable  to  the  farming  class  or,  at  any  rate,  to  the 
farm-owning  class.  Thus  a  protective  policy  might  actually 
benefit  farmers,  if  indeed  such  a  policy  really  had  the  effect 
of  stimulating  the  growth  of  population  in  the  undeveloped 
country.  And  probably  a  rapid  expansion  of  population  in  a 
new  country  with  undeveloped  natural  resources  is,  all  things 
considered,  beneficial  to  the  nation  as  a  whole.  It  is  true  that 
the  wage-earning  class  is  not  benefited  by  such  a  policy ;  but 
since  in  an  undeveloped  country  the  independent  proprietors, 
whether  farmers,  merchants,  or  manufacturers,  are  most  nu¬ 
merous  the  general  interest  is  in  favor  of  an  increase  in 
population. 

It  is  to  be  seriously  doubted,  however,  that  a  tariff  policy 
will  stimulate  the  immigration  of  foreign  labor  except  in  the 
case  of  skilled  labor,  which,  without  the  tariff  policy,  might  not 
find  suitable  employment.  If  the  population  is  not  materially 
increased  as  a  result  of  the  protective  tariff,  the  farmers  will 
lose  and  not  gain  from  this  policy.  Their  home  market  will 
then  in  point  of  fact  not  be  increased.  Instead  labor  will  be 
drawn  from  agriculture  into  industry,  and  this  will  raise  the 
money  wages  paid  for  farm  labor.  Moreover,  farmers  will  be 
compelled  to  pay  higher  prices  for  the  manufactured  products, 
since  the  domestic  manufacturers  cannot  produce  as  cheaply 
as  the  foreign  manufacturers.  If  the  domestic  manufacturing 
costs  were  not  in  fact  higher,  no  protective  tariff  would  be 
needed.  Thus  the  farmers’  costs  are  raised  all  round  as  a  re¬ 
sult  of  the  policy  of  protection.  Moreover,  if  the  tariff  policy 
resulted  in  no  material  increase  in  immigration  and  popula- 
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tion,  the  farmers  would  not  only  lose  because  of  higher  costs 
but  also  because  of  a  restricted  market.  .  If  we  make  our  own 
nation  more  self-sufficient  we  thereby  force  foreign  nations  to 
become  more  self-sufficient  also.  If  they  cannot  sell  their 
products  abroad  they  are  compelled  to  turn  their  attention  to 
supplying  the  home  market.  As  a  result  agricultural  produc¬ 
tion  is  stimulated  in  foreign  countries,  and  so  the  foreign 
markets  for  our  farmers  are  injured.  Exporting  industries  regu¬ 
larly  find  that  their  foreign  markets  are  curtailed  as  a  result 
of  tariff  barriers  and  the  consequent  tendency  toward  national 
self-sufficiency.  The  markets  for  export  industries  are  best 
under  conditions  of  free  trade.  Hence  the  home-market  policy 
fails  to  benefit  the  farmer,  first  because  it  is  not  in  point  of  fact 
likely  to  develop  the  home  population  (and  therefore  the  home 
market),  second,  because  it  reduces  the  foreign  market,  and 
third,  because  it  raises  the  money  costs  of  farm  labor  and 
manufactured  goods  purchased  by  the  farmer.  Thus  the  in¬ 
dustrial  tariff  policy  tends  to  lower  the  prices  of  farm  products 
and  on  the  other  hand  to  raise  the  farmer’s  cost  of  living  and 
expenses  of  production.  And  until  the  United  States  becomes 
a  net  importer  of  farm  products  a  tariff  on  agricultural  products 
is  of  no  material  aid  to  the  farming  population,  except  in  the 
case  of  relatively  unimportant  commodities. 

Consider  now  the  higher- wages  argument.  If  the  industrial 
tariff  does  not  aid  the  farmer  in  a  country  like  the  United 
States,  does  it  not  at  any  rate  benefit  the  wage-earners?  In 
answering  this  question  there  are  two  possible  assumptions. 
First  let  us  assume  that  the  country  is  largely  undeveloped 
and  that  the  extractive  industries  —  agriculture,  mining,  and 
lumbering  —  are  sufficiently  superior  to  manufacturing  (con¬ 
sidering  the  resources,  population,  and  development  of  the 
country),  so  that  without  the  artificial  support  of  the  tariff  the 
entire  labor  force  would  be  employed  in  these  three  industries. 
It  is  assumed,  then,  that  agriculture,  mining,  and  lumbering, 
being  highly  productive,  are  capable  of  paying  such  high 
wages  that  manufacturing  cannot  flourish,  for  it  cannot  pay 
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these  wages  and  compete  in  the  markets  of  the  world.  Under 
these  circumstances  manufacturing  cannot  develop  at  all 
without  a  protective  tariff.  Assume,  now,  that  a  protective 
system  is  introduced.  The  prices  of  imported  manufactured 
goods  are  now  increased  as  a  result  of  the  tariff.  This  is 
obviously  an  injury  to  the  producers  in  agriculture,  mining, 
and  lumbering  who  buy  these  commodities.  But  under  the 
stimulus  of  these  high  prices  it  is  now  possible  for  manufac¬ 
turing  to  pay  as  high  money  wages  as  can  be  paid  in  agricul¬ 
ture,  mining,  and  lumbering,  and  even  to  pay  wages  enough 
higher  to  draw  labor  away  from  these  industries.  Thus  manu¬ 
facturing  develops  at  the  expense  of  agriculture,  lumbering, 
and  mining.  Money  wages  are  raised,  but  what  about  real 
wages?  The  tariff  policy  raises  the  cost  of  manufactured 
goods,1  and  in  so  far  as  these  come  within  the  scope  of  the 
wage-earner’s  budget  his  cost  of  living  is  increased.  Will  the 
cost  of  living  rise  more  than  money  wages?  The  answer  is 
unequivocally  Yes,  because  at  bottom  real  wages  depend  upon 
the  value  productivity  of  the  marginal  laborer,  and  this  is 
lowered  by  the  tariff  policy.  The  proof  of  this  statement  is 
not  difficult.  The  real  wages  of  labor  in  any  nation  depend 
finally  upon  the  quantity  of  goods  and  services  which  can  be 
purchased  with  the  marginal  product  of  labor  in  any  given 
industry.  The  quantity  of  goods  and  services  depends  upon 
the  physical  productivity  in  all  the  various  industries  taken 
as  a  whole.  Now  will  the  physical  productivity  in  industry 
as  a  whole  be  greater  under  conditions  of  free  trade  or  under 
conditions  of  a  protective  tariff?  Surely,  under  free  trade. 
The  physical  quantity  of  goods  and  services  which  can  be 


1  The  prices  of  the  protected  goods,  of  course,  tend  to  rise  in  relation  to  .other 
commodities.  Moreover,  the  general  price  level  tends  to  be  high  in  a  high'-tariff 
country.  The  reason  is  as  follows :  when  the  tariff  is  raised,  imports  are  curtailed, 
but  exports  continue  at  the  old  level,  for  a  time.  The  excess  of  exports  lowers  the 
rate  of  exchange  in  the  high-tariff  country  and  causes  an  importation  of  gold.  This 
additional  supply  of  gold  tends  to  increase  the  volume  of  credit  in  the  protected 
country  and  therefore  to  raise  prices.  Higher  prices  check  a  further  excess  of  ex¬ 
ports  and  so  operate  to  check  any  further  inflow  of  gold.  The  protected  country  is, 
however,  left  with  a  permanently  higher  price  level. 
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bought  with  the  physical  quantity  produced  by  the  marginal 
laborer  in  manufacturing  is  not  equal,  under  free-trade  con¬ 
ditions,  to  the  physical  quantities  of  these  goods  and  services 
which  may  be  purchased  with  the  physical  product  of  the 
marginal  laborer  in  agriculture,  mining,  or  lumbering.  When 
labor  engaged  in  these  industries  is  artificially  diverted  to 
manufacturing,  a  loss  in  the  purchasing  power  of  a  day’s  labor 
is  sustained.  By  producing  exclusively  mineral,  lumber,  and 
farm  products  and  buying  manufactured  products  abroad 
the  total  available  quantity  of  all  sorts  of  goods  will  be  greater 
than  is  the  case  when  the  imports  of  manufactured  goods  are 
prohibited  and  labor  which  is  effectively  employed  in  mining, 
lumbering,  and  agriculture  has  to  be  transferred  to  the  less 
effective  industry ;  namely,  manufacturing.  The  physical 
productivity  of  labor  would  be  lower  under  a  protective-tariff 
policy,  and  so  the  physical  quantity  of  goods  of  all  sorts  that 
can  be  purchased  with  the  products  of  the  marginal  labor  in 
any  industry  will  be  reduced.  Thus  the  real  wages  of  labor  are 
lowered  as  a  result  of  the  tariff  policy. 

But  while  this  argument  applies  to  labor  as  a  class,  it  does 
not  necessarily  apply  to  all  grades  and  kinds  of  labor.  Skilled 
labor  is  likely  to  benefit  from  a  protective-tariff  policy  in  a  situ¬ 
ation  such  as  the  one  which  we  have  been  describing.  We  have 
assumed  that  without  the  tariff  policy  only  agriculture,  mining, 
and  lumbering  would  flourish.  None  of  these  industries  re¬ 
quires  a  large  amount  of  skilled  labor.  In  consequence  of  the 
small  number  of  skilled  jobs  to  be  filled,  wages  of  high-grade 
labor  would  very  likely  be  low  relatively  to  the  wages  of  un¬ 
skilled  and  semiskilled  labor.  Under  a  protective-tariff  system 
manufacturing  would  develop,  and  the  demand  for  skilled  labor 
would  increase  relatively  to  the  demand  for  common  labor. 
Under  these  circumstances  it  is  not  unlikely  that  a  protective 
tariff  would  raise  the  real  wages  of  the  skilled  workman.  Thus 
while  the  total  national  income  is  reduced  by  a  tariff  policy, 
it  may  still  be  true  that  under  certain  circumstances  some  of 
the  agents  of  production  actually  benefit  by  a  tariff  policy. 
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But  now  let  us  consider  the  second  possible  condition. 
Assume  that  the  resources  and  population  of  the  country  are 
such  that  not  only  will  agriculture,  mining,  and  lumbering 
flourish  but  also  a  great  many  forms  of  manufacturing,  even 
though  there  were  no  protective  tariff.  Such  in  point  of  fact 
is  the  case  in  the  United  States  at  the  present  time.  Among 
the  numerous  products  that  we  can  produce  more  cheaply 
than  other  countries  and  which  therefore  need  no  protection 
are  automobiles,  factory  machinery,  farm  machinery,  electrical 
appliances,  sewing  machines,  tools  and  hardware,  boots  and 
shoes,  packing-house  products,  the  coarser  textiles,  and  many 
others.  These  are  amply  sufficient  to  furnish  a  large  field  for 
skilled  labor  under  free-trade  conditions.  Under  these  cir¬ 
cumstances  even  skilled  labor  will  very  likely  suffer  a  decline 
in  real  wages  under  a  protective  tariff  policy.  The  argument 
in  support  of  this  conclusion  is  precisely  the  same  as  the  one 
developed  above  with  respect  to  common  and  semiskilled 
labor. 

We  therefore  conclude  that  in  countries  whose  resources  and 
people  are  adapted  to  develop  many  types  of  manufacturing 
on  a  free-trade  basis,  even  skilled  labor  and  technical  experts 
may  lose  from  a  tariff  policy,  because,  although  the  protective 
system  will  tend  to  develop  certain  kinds  of  manufactures 
requiring  a  high  degree  of  skilled  and  technical  knowledge, 
it  is  likely  on  the  other  hand  to  hamper  other  types  of  manu¬ 
facturing  (requiring  an  equal  degree  of  skill)  which  flourish 
best  on  the  free-trade  basis. 

Industries  injured  by  a  Tariff  Policy.  It  is  admitted,  of  course, 
that  the  protected  industries  benefit  from  the  tariff.  These 
benefits  are  easily  seen  and  are  likely  to  impress  the  public 
mind.  What  is  likely  to  be  overlooked  is  the  fact  that  while 
certain  industries  benefit  from  the  tariff,  others  are  positively 
injured.  This  aspect  of  the  matter  is  not  so  easily  seen,  and 
this  explains  the  public’s  ready  acceptance  of  the  tariff  fallacy. 
In  the  United  States,  for  example,  it  is  safe  to  say  that  many 
more  industries  are  injured  by  the  tariff  than  are  benefited  by 
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it.  All  exporting  industries  suffer  from  the  tariff.  On  the  one 
side,  it_  reduces  their  foreign  markets,  since  the  effect  of  a 
high-tariff  policy  is  necessarily  to  restrict  international  trade ; 
on  the  other  side,  the  tariff  raises  their  costs  of  production. 
Moreover,  all  the  domestic  industries  which  have  no  foreign 
competition  and  the  products  of  which  are  therefore  not  pro¬ 
tected  are  injured  by  the  tariff  policy  because  their  costs  are 
raised  by  the  tariff.  Money  wages  (though  not  real  wages) 
and  the  prices  of  the  protected  goods  are  higher  as  a  result  of 
the  tariff,  and  so  the  costs  to  the  nonprotected  industries  are 
raised. 

Let  us  enumerate  some  of  the  industries  that  are  injured  by  the 
tariff.  In  the  following  table  we  have  classified  them  under  the 
two  main  heads  of  exporting  industries  and  domestic  industries. 
The  list  on  page  714  is  by  no  means  complete,  but  it  illustrates 
the  more  important  industries  that  are  adversely  affected. 

It  is  frequently  said  that  the  United  States  is  a  splendid 
example  of  the  beneficial  results  of  a  protective  tariff,  that 
American  prosperity  has  been  built  up  on  the  basis  of  a  high- 
tariff  policy.  In  point  of  fact  it  is  much  nearer  the  truth  to  say 
that  the  United  States  is  an  outstanding  example  of  the  bene¬ 
fits  of  free  trade.  Our  domestic  market  is  the  greatest  free- 
trade  market  in  the  world.  There  are  no  tariff  barriers  between 
the  states  constituting  the  American  union.  Free  trade  be¬ 
tween  the  states  has  opened  up  a  vast  national  market,  and 
this  has  made  possible  mass  production,  intensive  division  of 
labor,  and  the  use  of  elaborate  machinery.  It  is  the  large- 
scale  machine  system  of  production  which  is  to  a  large  extent 
responsible  for  our  high  standard  of  living  and  our  high  wage 
level.  Other  factors  are  our  rich  and  abundant  natural  re¬ 
sources,  the  high  efficiency  of  our  people,  the  efficiency  of 
management,  and  the  abundance  of  capital.  Over  90  per  cent 
of  our  total  national  production  goes  into  our  domestic  mar¬ 
kets.  Our  foreign  trade  is  relatively  unimportant.  Our  vast 
domestic  market,  with  free  trade  between  the  states,  is  an 
important  and  fundamental  basis  of  American  prosperity. 
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Leading  Industries  injured  by  Protective  Tariff  in  the 
United  States  1 

A.  Exporting  industries 2 

1.  Agriculture 

2.  Meat-packing 

3.  Machinery 

4.  Automobiles 

5.  Petroleum 

6.  Coal-mining 

B.  Domestic  industries 

1.  Railroad  transportation 

2.  Municipal  utilities 

3.  Lake  and  river  transportation 

4.  Building  industry 

5.  Trade  (wholesale  and  retail) 

6.  Hotels  and  restaurants 

7.  Bakery  and  confectionery 

8.  Publishing  and  printing 

9.  Educational  institutions 

10.  Government  service 

British  and  American  Tariff  Policies.  Why  have  British  manu¬ 
facturers  favored  free  trade  while  American  manufacturers 
have  consistently  favored  a  protective  tariff?  If  we  examine 
the  problem  historically  the  answer  is  not  difficult  to  find. 
When  the  British  manufacturing  industries  first  developed, 


1  Compare  with  B.  M.  Anderson,  Jr.,  "The  Tariff  in  an  Unbalanced  World,”  in 
the  Chase  Economic  Bulletin,  November  19,  1923. 


2  Leading  Exports  from  the  United  States  in  1926 


Farm  products  and  foodstuffs: 

Cotton . 

Wheat  and  wheat  flour . 

Packing-house  products . 

Tobacco  (leaf)  . 

Fruits  and  nuts . . 

Raw  materials  (nonagricultural)  : 

Petroleum . 

Coal  and  coke . . 

Copper  (ore  and  manufactures) . . 

Lumber . 

Manufactured  commodities : 

Machinery  (electrical,  agricultural,  and  industrial) 

Automobiles . 

Iron  and  steel  products . 

Cotton  goods . 


Value 

$814,000,000 

285,000,000 

235,000,000 

137,000,000 

112,000,000 

554,000,000 

204,000,000 

141,000.000 

97,000,000 


400,000,000 

320,000,000 

76,000,000 

75,000,000 


Percentage  of 
Total  Exports 
17.3 
6.0 
5.0 
2.9 
2.4 


11.8 

4.3 

3.0 

2.1 


8.5 

6.8 

3.7 

2.8 
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they  had  no  competitors  of  significance  in  any  part  of  the 
world.  British  manufacturers  therefore  had  nothing  to  fear 
so  far  as  the  home  market  was  concerned.  Moreover,  the 
superiority  of  England’s  manufacturing  system  soon  developed 
a  considerable  demand  for  her  manufactured  products  in 
various  parts  of  the  world.  Her  growing  manufactures  re¬ 
quired  the  importation  of  raw  materials  for  her  factories  and 
foodstuffs  for  her  growing  factory  population.  Britain’s  ex¬ 
tractive  industries,  including  her  agriculture,  faced  foreign 
competition,  however.  British  agriculture  already  had  a 
tariff  system  which  protected  farm  products.  Under  these 
circumstances  the  agricultural  interests  very  naturally  de¬ 
manded  a  continuance  of  protection,  while  the  manufacturers 
demanded  free  trade.  In  this  struggle  the  manufacturing 
interests  won.  The  victory  injured  the  landlords,  but  the  net 
effect  was  favorable  to  the  general  welfare  of  the  people  as  a 
whole.  As  is  almost  always  true,  a  program  of  economic  re¬ 
form  is  likely  to  injure  certain  classes,  even  though  the  general 
good  is  furthered  thereby. 

The  American  situation  was  quite  the  opposite.  Here  the 
agricultural  and  extractive  industries  exported  a  large  part  of 
their  products  and  had  nothing  to  fear  from  foreign  competi¬ 
tion.  The  manufactures,  however,  faced  foreign  competition 
in  the  domestic  market.  Thus  the  manufacturers  demanded 
protection,  while  the  interests  of  agriculture  and  the  extractive 
industries  were  linked  with  free  trade.  So  long  as  the  agricul¬ 
tural  South  dominated  the  government,  the  tariff  was  accord¬ 
ingly  used  chiefly  for  revenue  purposes  and  not  primarily  for 
protection.  But  during  the  Civil  War  the  manufacturing 
North  acquired  control  of  the  government  and  has  retained 
this  control,  for  the  most  part,  down  to  the  present  time.  The 
farmers  of  the  North  the  new  West  —  were  linked  with  the 
manufacturing  East  in  their  opposition  to  the  slave  aristocracy 
of  the  South.  Moreover,  the  farmers  and  the  wage-earners 
of  the  North  were  adroitly  won  to  the  protective-tariff  policy 
by  the  home-market  and  high-wages  arguments. 
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It  was  probably  inevitable  in  a  century  in  which  inventions, 
machine  processes,  and  the  factory  system  were  rapidly  devel¬ 
oping  that  the  rising  manufacturing  class  should  achieve  a 
dominating  position  in  industry  and  politics.  In  point  of  fact 
they  became  the  dominating  influence  in  England  during  the 
decade  of  the  thirties  and  in  the  United  States  during  the  decade 
of  the  sixties.  In  England  the  interests  of  the  manufactur¬ 
ing  class  were  favorable  to  free  trade ;  in  the  United  States 
they  were  favorable  to  protection.  Hence  the  divergent  tariff 
policies  of  the  two  countries.  ■ 

But  the  conditions  are  rapidly  changing  in  the  United 
States.  Many  of  our  manufacturing  industries  now  not  only 
supply  the  domestic  market  but  export  large  quantities  be¬ 
sides.  They  are  able  to  compete  in  the  markets  of  the  world, 
and  gain  nothing  from  the  protective  policy.  In  fact,  most  of 
our  manufacturing  industries  have  already  reached  this  stage. 
On  the  other  hand,  the  time  is  not  very  far  distant  when 
agricultural  products  will  have  to  be  imported  to  supply  our 
rapidly  growing  population.  We  are  in  a  transition  stage.  In 
the  future  it  is  agriculture  and  not  manufacturing  that  will 
demand  protection.  But  when  that  time  comes  it  is  doubtful 
whether  the  agricultural  population  will  be  sufficiently  strong 
politically  to  secure  a  protective  tariff  for  their  products.  The 
interests  of  the  huge  wage-earning  population  and  of  the 
manufacturers  will  be  against  them.  It  is  to  be  expected  that 
the  United  States  will  eventually  go  the  way  of  England  and 
become  a  free-trade  country. 

But  tradition  is  a  powerful  force.  It  will  take  a  long  time  to 
change  ingrained  habits  of  thought.  It  is  possible  that  the 
bulk  of  our  manufacturing  industries  are  even  now  injured 
by  the  tariff.  Yet  American  manufacturers  still  stand  solidly 
back  of  the  protective  principle.  The  American  public  has 
long  been  schooled  in  the  doctrines  of  protection,  and  it  will 
take  a  long  time  to  change  the  established  tradition.  There 
are,  however,  already  signs  that  the  large  banks,  in  close  touch 
with  international  trade,  are  beginning  to  favor  freer  trade. 
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STATEMENTS  AND  PROBLEMS  FOR  DISCUSSION 

1.  Referring  to  the  future  revival  of  European  industry  and  the  pro¬ 
gram  of  tariff  revision,  Dr.  B.  M.  Anderson,  Jr.,  of  the  Chase  National 
Bank,  New  York,  writes  as  follows  :  "This  would  involve  a  shifting  of 
our  industries  :  Those  lines  of  manufacturing  production,  in  particular, 
which  use  a  great  deal  of  labor  in  comparison  with  the  capital  which 
they  employ,  will  probably  be  obliged  to  give  up  part  of  their  labor 
and  to  contract  their  operations.  .  .  .  We  shall  succeed  best  in  those 
lines  where  labor  is  economized,  and  land  and  capital  used  more 
lavishly.  Labor  will  be  released  in  the  United  States  from  some  lines 
of  manufacturing,  will  shift  back  to  agriculture,  to  the  building  trades, 
to  copper  mining,  and  to  other  lines  which  will  be  stimulated  by  the 
restoration  of  Europe  or  by  a  lower  level  of  costs.  This  process  should, 
however,  involve  no  general  slump,  and  should  rather  be  accompanied 
by  a  general  stimulus  to  business,  based  on  the  revival  of  certain  lines 
which  have  been  unduly  depressed.  Among  these  will  be  copper,  zinc, 
the  packing  industry,  the  hide  and  leather  industry,  the  fertilizer 
industry,  and  the  farm  implement  industry,  as  well  as  the  growing 
of  grain  and  live  stock.”  Why  should  we,  under  conditions  of  free 
trade,  go  in  for  industries  that  employ  relatively  more  capital  and 
land  and  less  labor? 

2.  A  tariff  must  necessarily  lower  the  total  national  real  income. 
But  certain  factors  of  production  will  gain  from  a  tariff  policy ;  others 
may  lose.  Thus  farmers  would  gain  from  free  trade,  but  it  is  not  im¬ 
possible  that  skilled  labor  as  a  class  may  lose.  Defend  each  of  these 
statements. 

3.  "Since  free  trade  would  be  particularly  injurious  to  those  indus¬ 
tries  which  employ  much  labor  and  relatively  little  capital  and  land, 
it  follows  that  labor  as  a  factor  in  production  would  tend  to  be  squeezed 
out  if  the  tariff  were  removed.  It  would  therefore  be  less  significant 
in  the  productive  process  compared  with  the  other  factors  of  produc¬ 
tion.  Landowners  and  investors  would  gain  from  free  trade  while  labor 
would  lose.”  Evaluate  this  argument  carefully.  If  it  is  admitted  that 
labor  would  be  worse  off  relatively,  might  it  still  be  better  off  abso¬ 
lutely?  Why? 

4.  Is  there  any  ground  for  the  conclusion  that  free  trade  might  have 
the  effect  of  raising  temporarily  the  rate  of  interest?  If  the  rate  of 
interest  were  raised,  is  it  likely  that  more  capital  would  be  accumu¬ 
lated  ?  Why  ?  What  would  be1  the  effect  of  this  on  the  total  national 
income?  on  real  wages? 
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5.  "Protective  tariffs  on  manufactured  goods  do  affect  the  farmers 
adversely  in  two  ways.  On  the  one  hand,  they  raise  the  prices  of  com¬ 
modities  which  the  farmers  must  buy.  On  the  other  hand,  by  checking 
the  imports  of  goods  from  Europe,  they  lessen  the  supply  of  dollars 
available  for  European  purchasers  of  American  farm  products  and 
so  cut  under  the  market  for  our  farm  products  and  lower  their  prices. 
The  farmer  is  on  strong  ground  when  he  demands  the  reduction  of  the 
tariff  on  manufactured  commodities.”  —  B.  M.  Anderson,  Jr.  Show 
that  this  argument  is  sound.  How  do  you  account  for  the  fact  that  the 
American  farmers  have  been  willing  to  support  the  tariff  policy  ? 

6.  "The  tariff  builds  up  a  home  market  for  farm  products  and 
hence  tends  to  raise  the  prices  of  these  commodities.”  Point  out  the 
fallacy  in  this  argument. 

7.  It  is  true  that  if  Great  Britain  adopted  a  protective  tariff  certain 
industries  would  be  stimulated,  but  what  is  likely  to  be  overlooked  is 
that  her  export  industries  would  be  injured  by  such  a  policy.  Show 
why  this  would  be  the  case. 

8.  It  is  clear  that  if  Great  Britain  adopted  a  tariff  policy  her  labor, 
capital,  and  land  would  be  employed  in  a  different  manner  from  that 
prevailing  under  free  trade.  The  question  is  Would  her  people  and 
resources  be  employed  more  favorably  or  less  favorably?  What  is 
the  answer  ? 

.  9-  Some  industries  which  are  protected  by  the  low  tariffs  are  really 
injured  more  than  they  are  helped  by  reason  of  the  additions  to  their 
costs  made  by  tariffs  benefiting  other  people.  The  steel  industry  is 
probably  in  this  class. 

10.  It  is  argued  that  the  chart  on  page  702  does  not  in  fact  show  a 
progress  toward  free  trade  but  a  progress  toward  higher  protection, 
because  they  show  that  comparatively  little  of  dutiable  goods  was 
unported,  since  the  duties  on  dutiable  goods  are  so  high  as  almost 
wholly  to  shut  off  imports.  Criticize  this  argument. 
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Marginal  productivity,  of  labor,  409- 
415;  not  final  explanation  of  wages, 
423 ;  of  land,  449-450, 455 ;  of  capital, 
468-470,  479 

Marginal  use  of  agents  of  production 
and  price,  203-204 

Marginal  utility,  149;  how  related  to 
individual  demand,  151-157 ;  market 
price  and,  157-158 ;  practical  ap¬ 
plications  of  the  theory  of,  158-160; 
distribution  of  taxation  and,  159,  646 
Margins,  extensive  and  intensive,  452 
Market,  80-94 ;  concepts  of,  80-82 ; 
producers’  and  consumers’  contrasted, 
83-86;  related  markets,  85;  ideal, 
176 

Market  price,  123-138;  without  reser¬ 
vation  of  supply,  123-129 ;  with 
reservation  of  supply,  129-130 ;  ef¬ 
fects  of  changes  of  demand  and  supply 
on,  130-132 ;  equilibrium  and  actual 
contrasted,  134-138 ;  how  affected 
by  combinations,  135-136 ;  the  theory 
of  marginal  utility  and,  157-158 
Marketing,  80-94 ;  functions  of,  86-90 ; 
specialization  and,  90-94 ;  retail 
cost  of,  91-92 ;  incomes  from,  92-94. 
See  also  Market 
Marshall,  Alfred,  495,  505 
Marx,  Karl,  603,  605-608 
Marxian  socialism,  605-608 
Maxwell,  W.  F.,  cited,  362 
Mediation  and  conciliation,  532-534 
Mergers,  267 

Miami  Copper  Company,  280 
Mill,  John  Stuart,  on  law  of  diminish¬ 
ing  returns,  56 ;  on  monetary  theory, 
355-356 

Minimum-wage  legislation,  440-442, 
535-536,  538-541 

Mitchell,  Wesley  C.,  on  business  cycles, 
388-390;  cited,  591 
Monetary  system  of  the  United  States, 
333-334 

Monetary  theory,  349-371 
Money,  kinds  of,  318-322;  quantity 
theory  of,  355—365 ;  stabilization  of 
the  value  of,  367-369 ;  supply  of, 
and  interest  rates,  489-491 
Money  and  credit,  317-334 


Monopoly,  defined,  253;  partial,  254; 
causes  of,  257-260;  control  affected 
by  elasticity  of  demand,  262;  taxes 
on  profit  of,  629-630 
Monopoly  and  restricted  competition, 
265-285 

Monopoly  price,  253-263;  theory  of, 
255-257 ;  limitations  on,  262-263 
Monopoly  profit,  256 
Moore,  Henry  L.,  on  yield  and  price  of 
com,  12 ;  on  business  cycles,  382-383 

National  Bureau  of  Economic  Research, 
on  current  income,  638 
National-defense  argument  for  tariff, 
706,  707 

National  Industrial  Conference  Board, 
on  increase  of  taxation,  636-637 
National  Labor  Union,  517 
National  Trades  Union,  516-517 
Natural  law  in  economics,  9-13 
Need,  as  a  basis  for  personal  distribu¬ 
tion,  599-600 
Newlands  Act,  532-533 
New  Zealand,  compulsory  arbitration 
in,  535 

Nontax  revenue,  625-626 
Normal  price,  162-251 ;  relation  of  cost 
of  production  to,  163,  165-167 ; 

under  static  conditions,  177 ;  under 
dynamic  conditions,  178-181 ;  sum¬ 
mary  of  theory  of,  208-210 ;  affected 
by  changes  in  technique,  244-245.  See 
also  Price 

Normal  value,  see  Normal  Price 

Old-age  pensions,  537-538 
Open-market  operations  of  Federal 
Reserve  Banks,  398-399 
Open-price  associations,  267,  272 
Open-shop  controversy,  525-528 
Opportunity  cost,  164,  172 
Organization  of  production,  40-50 
Organized  economy,  283-285 
Origin  of  trade  unions,  509-511 
Overhead  cost,  distinguished  from  joint 
cost,  206-208 
Overproduction,  383-387 
Owen,  Robert,  604 

Panaceas  for  the  labor  problem,  541-542 
Par  of  exchange,  654 
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Partnership,  44 
Patents,  258,  278-279 
Pegging  the  rate  of  exchange,  660 
Permanence  in  the  distribution  of  in¬ 
come,  593-597 

Pierson,  Dr.  N.,  on  economics  as  a 
science,  7 

"Pittsburgh-plus,”  282 

Political  units  as  entrepreneurs,  48-50 

Politics,  and  labor,  523-524 

Pools,  265-266 

Population,  growth  of,  in  relation  to 
diminishing  returns,  251 ;  Malthu¬ 
sian  theory  of,  415-416,  420;  checks, 
on  growth  of,  416-417 ;  rates  of  growth 
of,  in  different  countries,  417-419 
Price,  economics  of,  6-7;  defined,  97; 
analysis  of,  98-100;  market  and 
normal  contrasted,  100-101 ;  re¬ 
lated  to  cost  of  production,  163-167; 
competition  and,  174-176 
Price  fluctuations,  336-347 ;  history  of, 
339-341 ;  effects  of,  341-347 ;  rela¬ 
tion  to  business  cycles,  390-391 ; 
effect  on  wages,  548-553 
Price  policies,  281-283 
Prime  cost,  167-172 

Production,  15-28 ;  superiority  of 
roundabout  method  in,  470-472 
Productive  activities,  17-21 
Productivity  and  wages,  546-548 
Profits,  493-508;  "pure  profits”  dis¬ 
tinguished  from  "business  profits,” 
493-494  ;  functional  distribution  and, 
495;  from  earnings  of  rare  ability, 
498-499 ;  relation  of,  to  risk-taking, 
502-505 ;  from  monopoly  and  ex¬ 
ploitation,  506-507 ;  business  profits, 
563-568 

Property  as  a  social  institution,  597-598 
Proprietorship,  individual,  43-44 
Public  regulation,  33-37,  287-303 
Public  utilities,  287-303 
Public  works,  building  of,  as  an  aid  to 
stabilization,  399 

Purchasing-power  parity,  655-658 

Quantity  theory  of  money,  355-365 

Railroad  Brotherhoods,  518 
Railroad  Labor  Board,  533 
Railroads,  287-303 ;  an  example  of 


decreasing  cost,  238-240 ;  earnings  of, 
302 ;  consolidation  of,  302-303 
Rainfall  and  business  cycles,  382-383 
Rates  of  public  utilities,  regulation  of, 
291-301 

Regulation  of  production,  30-37 
Rent,  443-462 ;  economic,  defined,  444, 
445;  explicit  and  implicit,  445;  re¬ 
lation  to  diminishing  returns,  447, 451, 
454-456;  amount  of,  determined  by 
marginal  productivity,  449-450;  and 
land-differences,  450-454  ;  social  the¬ 
ory  of,  454-456;  agricultural,  456- 
457 ;  urban,  457—459 ;  as  an  unearned 
income,  459-462;  tax  on,  460-462, 
628;  trend  of,  555-563 
Reparations  payments,  effect  on  foreign 
exchange,  657-658 ;  effect  on  balance 
of  trade,  671-674 ;  German,  676-680 
Reservation  price,  120-121,  123,  129- 
130 

Restrictive  policies  of  trade  unions, 
512-516 

Ricardo,  David,  on  free  trade,  3;  on 
importance  of  distribution,  404 
Ripley,  William  Z.,  on  railroad  con¬ 
solidations,  303 

Risk,  and  uncertainty  in  production,  305- 
306;  methods  of  meeting,  306-308; 
assumption  by  entrepreneurs,  501-502 
Risk-taking,  speculation  and,  309-311; 
profits  and,  502-506;  real  cost  of, 
504-505 

Rival  demand,  192  ;  price  and,  202-205 
Rival  supply,  190-192 ;  price  and,  193- 
197 

"Rule  of  reason”  cases,  269-270 

Saving,  a  prerequisite  for  production, 
24-25 ;  motives  for,  475-478 ;  in¬ 
voluntary,  476-477;  by  corporations, 
477-478;  supply  of,  478-480;  mar¬ 
ginal  cost  of,  479-480;  demand  for, 
480-484 ;  social,  573-574 
Scarcity,  conditional  to  value,  145-146 
Seasonal  unemployment,  521-522 
Secrist,  Horace,  on  related  markets,  85 
Security  issues.  Federal  control  over,  302 
Self-generating  cycles,  388-390 
Self-interest,  a  factor  in  social  control 
37 

Sherman  Anti-Trust  Law,  268-270 


INDEX 


725 


Sherman  Silver  Purchase  Act,  325-326 
Shop  committees,  524,  527-528 
Sidgwick,  Henry,  on  the  tariff,  706 
Single  tax,  460-462 

Smith,  Adam,  on  the  nature  and  object 
of  economics,  7 ;  on  protection,  707 
Snyder,  Carl,  on  velocity  of  deposits, 
363 ;  cited,  563 
Social  control,  6-7,  33-37 
Social  income,  27-28 
Social  insurance,  537-541 
Social  legislation,  in  England,  34-36 ; 

in  the  United  States,  36-37 
Socialism,  602-621 ;  compared  with 
communism,  613-614 ;  compared 
with  capitalism,  614-615;  difficulties 
encountered  by,  615-618;  value  and 
distribution  under,  619-621 
Socialist  movement,  602-604 
Sorokin,  P.,  on  American  millionaires, 
601 

Special  assessments,  625,  626 
Specialization,  215,  251 ;  and  marketing, 
90-94 

Specie  parity,  654-655 
Speculation,  risk-taking  and,  309-311; 
effect  on  prices,  311-314;  rates  of 
foreign  exchange  and,  658-659 
"Spoiling  the  market,”  116-117,  135 
Sprague,  O.  M.  W.,  on  stabilizing  busi¬ 
ness,  396-397 

Stabilization,  of  the  value  of  money, 
367-369;  of  the  value  of  gold,  369- 
371 ;  of  business,  394-400 
Stamp,  Sir  Josiah,  on  annual  savings, 
591 ;  on  distribution  of  income,  593- 
596 

Standard  of  value,  322-327 
Standard  Oil  Company,  270-271,  274- 
277,  280-281 

Stewart,  W.  W.,  cited,  362 
Stock  market,  speculation  on,  310-311, 
314  ;  prices  on,  564-567 
Strikes,  increase  of,  523 
Style  goods,  prices  of,  118 
Subsidy,  effect  of,  under  increasing  cost, 
231-233  ;  on  agricultural  products,  232 
Subsistence  theory  of  wages,  415,  420- 
421 

Substitution,  190-191 ;  conditions  de¬ 
termining,  194-197 ;  principle  of,  in 
distribution,  413-415,  468-469 


Sugar  Trust,  268,  273-274 
Supplementary  cost,  167-172 
Supply,  and  demand  as  regulative  forces, 
31;  defined,  114;  schedules  of,  1 14— 
120;  determination  of,  120-121, 
162-163 ;  and  demand,  interaction 
of,  130-132;  unreserved,  123-129;  re¬ 
served,  123,  129-130 
Supply  price,  defined,  115;  significance 
of,  129 

Swedish  Match  Company,  an  interna¬ 
tional  concern,  280 
Syndicalism,  609-610 

Taft,  W.  H.,  on  collective  bargaining, 
526-527 

Tariff,  principles  of,  700-716;  tariff 
wall,  701 ;  industries  injured  by, 
712-714 ;  British  and  American  tariff 
policies  contrasted,  714-716 
Taussig,  F.  W.,  cited,  674 
Tax,  defined,  624-625;  direct  and  indi¬ 
rect,  626;  kinds  of,  626-627;  shift¬ 
ing  and  incidence  of,  627-631 ;  on 
economic  rent,  628 ;  on  surpluses, 
628 ;  on  net  incomes,  629 ;  capitali¬ 
zation  of,  631-633 ;  on  net  incomes 
of  individuals  (Act  of  1928),  645 
Taxation,  622-647 ;  relation  to  dis¬ 
tribution  of  wealth  and  income,  623 ; 
amount  of,  633-635 ;  increase  in, 
635-639  ;  distribution  of,  640-644 ; 
progressive  and  proportional,  644-647 
Taxes,  on  output  of  farms,  mines,  etc., 
incidence  of,  231 

Tax  system,  characteristics  of  a  good,  640 
Technique,  diminishing  returns  offset 
by  changes  in,  24 1-242 ;  kinds  of 
change  in,  242 ;  effect  on  cost  and 
normal  price  of  changes  in,  244-245; 
improvements  in,  and  wages,  423- 
427 ;  improvements  in  and  rent,  444 
Tendencies,  economic  conclusions  as, 
9-13 

Theory  of  money,  349-371 
Time  preference,  causes  of,  473 ;  defini¬ 
tion  of,  474 ;  individual  differences 
in,  474  ;  rates  of,  474-475 
Trade  associations,  272 
Trade  unionism,  509-542 ;  origin  of, 
509-511;  effect  on  wages,  511-516, 
555;  growth  of,  516-518;  extent  of 
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organization  of,  518;  strongholds  of, 
519 ;  demands  of,  520-523 ;  methods 
of,  523-526;  place  in  modern  econo¬ 
mic  order,  526-528;  legal  status  of, 
528-532 

Trans-Missouri  Freight  Association, 
269 

Transportation  Act  of  1920,  301-303 
Trusts,  266-267 

Twin  Cities  Milk  Producers’  Associa¬ 
tion,  284,  285 

Uncertainty,  production  for  the  future 
and,  305;  in  economic  life,  499-501 
Underconsumption,  383-387 
Unearned  income,  642 
Unearned  increment,  459-462 
Unemployment,  causes  of,  521-523; 
extent  of,  522 ;  insurance  against, 
523,  537-538,  543 

Unfair  practices,  270-272,  273-277 
Unfavorable  balance  of  trade,  661-663 ; 

economic  effects  of,  667-670 
Unionism,  see  Trade  unionism 
United  States  Shoe  Machinery  Com¬ 
pany,  278-279 

United  States  Steel  Corporation,  270- 
271 

Utility,  kinds  of,  19-20;  demand  and, 
143-145 ;  marginal,  149 ;  effective  dis¬ 
tinguished  from  total,  149-150 
Utilities,  economic,  21-22;  source  of, 
21 

Utopian  socialism,  604 

Valuation  of  public  utilities,  292-299 


Value,  defined,  97 ;  of  money,  349-351. 
See  also  Price;  Market  Price;  Nor> 
mal  Price 

Victoria,  (Australia)  minimum-wage 
boards  in,  535 

Wage-adjustments,  principles  of,  427- 
428 

Wage  differences,  429-442;  apparent, 
431-433 ;  proximate  cause  of,  433- 
434 ;  fundamental  causes  of,  434- 
437 ;  between  places,  437-439 
Wages,  403-427,  429-442;  defined,  406; 
different  from  other  prices,  407-408; 
determined  by  marginal  productivity, 
409-413;  subsistence  theory  of,  415, 
420-421 ;  related  to  supply  of  labor, 
415-423  ;  affected  by  improvements, 
423-427 ;  of  women,  440 ;  effect  of 
trade  unions  on,  511-516,  555 ;  rise  of, 
520-521  ;■  long-run  trend  of,  544-546 ; 
effect  of  productivity  on,  546-548; 
effect  of  price  fluctuations  on,  548-553 ; 
effect  of  immigration  on,  553-555 
Wants,  15-17 

War  loans,  effect  on  balance  of  trade, 
671-674.  See  International  debts 
War  Labor  Board,  534 
Watson-Parker  Act,  533 
Wieser,  F.  von,  on  income  theory  of 
money,  365;  cited,  495 
Working,  Holbrook,  cited,  362 
Workmen’s  compensation,  537 
Wright,  Judge  J.  W.,  cited,  584 

Young,  Allyn  A.,  cited,  362 
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